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FEDERAL RESERVE’S SECOND MONETARY 
POLICY REPORT FOR 2009 


WEDNESDAY, JULY 22, 2009 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:07 a.m., in room SD-106, Dirksen Sen- 
ate Office Building, Senator Christopher J. Dodd (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

Chairman Dodd. The Committee will come to order, and let me 
welcome the Chairman of the Federal Reserve. Chairman 
Bernanke, we are delighted to have you with us and thank you. 
And we have, as you see, a rather full complement of Senate Bank- 
ing Committee Members here this morning, so there is a lot of in- 
terest, obviously, in having a good conversation with you this morn- 
ing about the issues before our Nation. 

I am going to begin with some brief opening comments, turn to 
Senator Shelby, and I am going to beg the indulgence of my col- 
leagues to reserve their opening comments for the question period. 

You had the opportunity to testify yesterday before the House Fi- 
nancial Services Committee, and I suspect you are not going to dra- 
matically change your testimony from yesterday to today. And so 
I think the most important part may be the question period where 
we have a chance to engage with you, and the sooner we get to 
that, I think the better off we will be as a Committee. So I respect- 
fully urge my colleagues will accept that structure here, and we 
will move forward. 

Good morning and I thank all of you for being here this morning. 
We are dealing with the semiannual Monetary Policy Report to the 
U.S. Congress by the Chairman of the Federal Reserve. I would 
like to welcome Chairman Bernanke who has worked hard, let me 
point out at the outset, to address the enormous challenges during 
this very difficult time in our Nation’s history. And let me just say 
to you. Chairman Bernanke, that concerns that I will raise here 
this morning more go to the institutional issue of the Federal Re- 
serve as distinguished from your leadership over the last several 
years in grappling with these many complicated issues. You have 
got to go back literally to the mid-part or early part of the last cen- 
tury to confront a time as challenging as this one has been. And 
so I am very supportive of the efforts you have been trying to make 
as the Chairman of the Federal Reserve, but I have some serious 
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issues about the institutional response to all of this as we go for- 
ward, as we have talked about. So I appreciate your testimony. 

If the success of our Government’s attempts to get our economy 
back on track were to be measured by executive compensation or 
large financial institutions’ bottom lines, then perhaps today would 
be a day to celebrate the success of all that has happened over the 
last number of months. After all, leading economists believe that 
these indicators are signs that we have averted utter catastrophe 
and suggest that a recovery may be imminent. But while this re- 
cession may have begun on Wall Street, the recovery will not be 
real until, of course, and unless it is felt on Main Street. 

And so today is a day to ask fundamental questions: When will 
working families in our respective States, reflected in the Com- 
mittee Members here, as well as our colleagues who are not on this 
Committee, when will they start to feel the effects of our work to 
restore the economy? After all, today we meet to receive the semi- 
annual Monetary Policy Report mandated by the 1978 Humphrey- 
Hawkins Full Employment Act. And if the goal is full employment, 
then obviously the news today is rather grim. Unemployment in 
June was 9.5 percent, the highest level in 26 years. Most econo- 
mists and the Fed itself believe that it could top 10 percent before 
the end of this year. 

Meanwhile, Americans who have lost or who are worried about 
losing their jobs, their homes, and their retirement security have 
watched as others reap the benefits of our Government’s response. 
They hear about a stock market rally and wonder if it will ever be 
enough to make up the retirement savings that have been wiped 
out, in some cases almost within minutes. They hear about million- 
dollar bonuses going to CEOs whose firms caused the meltdown in 
the first place while rank-and-file workers across the Nation are 
laid off or forced to accept pay cuts. 

They hear about large financial institutions and large banks 
bailed out with billions of taxpayer dollars and Government-backed 
credit and now reporting billions of dollars in profits, but they still 
cannot get a loan themselves. Or as a small business or a commer- 
cial enterprise, they cannot find institutions willing to lend those 
resources so they can begin to grow again. Families worry about 
whether they can borrow the money necessary to send a child to 
college or buy that new automobile that is critical as well for eco- 
nomic recovery. They are still getting slammed by these very same 
institutions where they have seen fees and credit card rates, as we 
have all witnessed. And despite hearing from everyone in Wash- 
ington that stabilizing the housing market is key to stabilizing our 
economy, they are still having trouble modifying their mortgages, 
even as 10,000 families a day are hit with foreclosure notices. 

Mr. Chairman, I appreciate the work that you have done, as I 
said at the outset of these comments, on the monetary policy side 
of the equation and the positive indicators that we have seen in re- 
cent weeks. But these positive indicators seem to be stuck at the 
top in the process. It is not insignificant, the accomplishment. Sta- 
bilizing the economy, stabilizing these institutions is a critical com- 
ponent if we are going to find our economy recovering. And we on 
this Committee, I think, as well as all of us in this room, certainly 
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the Chairman, all work for the same people — that is, the American 
taxpayer. 

But when can we expect the recovery that they have funded? 
And when will we start seeing working families see the rally, their 
pay raises, their jobs being stabilized? What are we doing as the 
holding company supervisor — or are you doing as the holding com- 
pany supervisor of these recipients of TARP funds, another extraor- 
dinary Government assistance, to ensure that we are serving the 
interests of the American people? 

These struggling people, as we all know, are not ready for an exit 
strategy for economic recovery efforts. First, the recovery must 
reach them. And as we move forward, we need to make sure that 
we lay a strong foundation for economic recovery that will reach 
every corner of our Nation. Part of that foundation will entail re- 
forming financial regulations so that the mistakes that got us into 
this mess are not repeated. And as you know, many of us here have 
called for and the administration has proposed an independent 
Consumer Financial Protection Agency as part of that mission. But 
the administration has also proposed expanding the Fed’s powers 
over systemically important companies. 

I have a number of concerns about this proposal, as many of my 
colleagues do on this Committee, not the least of which is: Why 
does the Fed deserve more authority when institutionally it seemed 
to have failed to prevent the current crisis? 

Now, Mr. Chairman, all of us understand the importance of the 
work you are doing, and that is not just a platitude or a generous 
comment. And we all look forward to continuing to partner with 
you in this effort. But the financiers who engineered this crisis are 
not the reason we are here. It is the millions of families who are 
still struggling and falling further and further behind. And I hope 
that they can be the focus of our attention today as we talk about 
what needs to be done to get our Nation back on its feet. 

So the basic questions I have for you are: When will this recov- 
ery, when will this effort that we are making, reach those families 
who are facing foreclosure, people who have lost their jobs, worried 
about their savings, worried about their long-term retirement secu- 
rity? What are we doing as the Fed to help see to it that they are 
going to reap the benefite of this effort? 

And then, second, as we talk about these large institutions with 
the powers that already exist within the Fed over bank holding 
companies, we come up here and jawbone and ask these institu- 
tions to make a difference, but the Fed actually has the authority 
to make that difference. And many are asking the question why 
that authority is not being exercised to convince these institutions 
that they need to be moving more aggressively when it comes to 
bank lending. 

So, with those in mind, let me turn to Senator Shelby for opening 
comments, and then we will get directly to your testimony and en- 
gage in this conversation of how we not only deal from the top, 
which is critically important, but also those who depend upon these 
institutions, recognizing the value of what consumers and small 
businesses need, why we need to do more to assist that side of the 
equation as well. 

Senator Shelby. 
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STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator Shelby. Thank you, Mr. Chairman. Welcome hack to the 
Committee, Chairman Bernanke. 

The purpose of today’s hearing is to oversee the Federal Open 
Market Committee’s conduct of monetary policy. There is no doubt 
that we are in a very challenging economic environment. The econ- 
omy is extremely weak, bank lending remains sluggish, and unem- 
ployment is rising rapidly. The unemployment rate stands at a 26- 
year high and is expected to increase. 

Although the Fed has gone to great lengths to inject liquidity 
into our economy, its efforts are largely designed, I believe, to as- 
sist banks, especially large money center financial institutions. 
Many small businesses, however, are desperately seeking capital 
from the financial sector and have not been able to secure it. I have 
heard that from a number of my companies in Alabama that have 
been virtually abandoned by all of their traditional funding pro- 
viders for years and years. 

While it is important to bring stability to the financial sector, if 
the part of our economy most responsible for job creation — that is, 
small business — cannot obtain funding, Mr. Chairman, such sta- 
bility I believe would be short-lived. Going forward, the measure of 
success will have to include whether Main Street businesses are re- 
taining or even adding jobs. 

While I understand that the FOMC cannot by itself solve all of 
our economic problems, the effective conduct of monetary policy is 
a necessary condition for economic recovery. Therefore, today I 
hope to hear from Chairman Bernanke whether the FOMC will 
need to take additional steps to revive our economy and, if so, 
where. Because interest rates remain at record lows, I am inter- 
ested to hear what other specific actions the FOMC can and is pre- 
pared to take if additional easing becomes necessary. In addition, 
I would like to know what Chairman Bernanke believes can be 
done to spur lending to small- and medium-size businesses. 

While monetary policy is the central focus of this hearing today, 
I believe we must also examine the Fed’s performance as a bank 
regulator as well as its participation in bailouts over the past year. 
I do not believe that the Board or the regional banks have handled 
their regulatory responsibilities very well. Many of the large finan- 
cial companies that have been the focus of the Fed’s bailout efforts 
were also subject to the Fed’s regulatory oversight. And while they 
were regulated by the Fed, these firms were allowed to take great 
risks, both on and off their balance sheets. When the housing bub- 
ble burst, those risky positions were exposed and firms had to 
scramble to shore up their finances, and the credit crunch quickly 
followed. 

I am not aware of any effort on the part of the Fed prior to the 
crisis to question or require such firms to take any actions to ad- 
dress the significant risks that they were taking. In fact, the only 
effort of which I am aware is an effort to modernize bank capital 
standards. This effort could have resulted in a significant reduction 
in overall bank capital levels. 

I wonder where we would be today if the Fed had been able to 
act on its desire to eliminate the leverage ratio. I cannot imagine 
a scenario where banks would fare better with less capital during 
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a period of financial stress such as the one we are currently experi- 
encing. 

If the Fed had conducted its regulator oversight with greater dili- 
gence, I do not think the financial crisis would have achieved the 
depth and scope that it did. In the end, it was the failure, I believe, 
of the Fed to adequately supervise our largest financial institutions 
that required the deployment of its monetary policy resources to 
stave off financial disaster. 

In light of the Fed’s record of failure as a bank regulator, it 
should come as no surprise that Congress is taking a closer look 
at the Fed and reconsidering its regulatory mandate. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much. Senator Shelby. 

Chairman Bernanke, again, welcome to the Committee. 

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, 

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Bernanke. Thank you. Chairman Dodd, Ranking Member 
Shelby, and other Members of the Committee, I am pleased to 
present the Federal Reserve’s semiannual Monetary Policy Report 
to the Congress. 

Aggressive policy actions taken around the world last fall may 
well have averted the collapse of the global financial system, an 
event that would have had extremely adverse and protracted con- 
sequences for the world economy. Even so, the financial shocks that 
hit the global economy in September and October were the worst 
since the 1930s, and they helped push the global economy into the 
deepest recession since World War II. 

The U.S. economy contracted sharply in the fourth quarter of last 
year and the first quarter of this year. More recently, the pace of 
decline appears to have slowed significantly, and final demand and 
production have shown tentative signs of stabilization. The labor 
market, however, has continued to weaken. Consumer price infla- 
tion, which fell to low levels late last year, remained subdued in 
the first 6 months of 2009. 

To promote economic recovery and foster price stability, the Fed- 
eral Open Market Committee last year brought its target for the 
Federal funds rate to a historically low range of 0 to 14 percent, 
where it remains today. The FOMC anticipates that economic con- 
ditions are likely to warrant maintaining the Federal funds rate at 
exceptionally low levels for an extended period. 

At the time of our February report, financial markets at home 
and abroad were under intense strains, with equity prices at 
multiyear lows, risk spreads for private borrowers at very elevated 
levels, and some important financial markets essentially shut. 
Today, financial conditions remain stressed, and many households 
and businesses are finding credit difficult to obtain. Nevertheless, 
on net, the past few months have seen some notable improvements. 
For example, interest rate spreads in short-term money markets, 
such as the interbank market and the commercial paper market, 
have continued to narrow. The extreme risk aversion of last fall 
has eased somewhat, and investors are returning to private credit 
markets. Reflecting this greater investor receptivity, corporate 
bond issuance has been strong. Many markets are functioning more 
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normally, with increased liquidity and lower bid-asked spreads. Eq- 
uity prices, which hit a low point in March, have recovered to 
roughly their levels at the end of last year, and banks have raised 
a significant amount of new capital. 

Many of the improvements in financial conditions can be traced, 
in part, to policy actions taken by the Federal Reserve to encourage 
the flow of credit. For example, the decline in interbank lending 
rates and spreads was facilitated by the actions of the Federal Re- 
serve and other central banks to ensure that financial institutions 
have access to adequate amounts of short-term liquidity, which in 
turn has increased the stability of the banking system and the abil- 
ity of banks to lend. Interest rates and spreads on commercial 
paper dropped significantly as a result of the backstop liquidity fa- 
cilities that the Federal Reserve introduced last fall for that mar- 
ket. Our purchases of agency mortgage-backed securities and other 
longer-term assets have helped lower conforming fixed mortgage 
rates. And the Term Asset-Backed Securities Loan Facility, or 
TALF, which was implemented this year, has helped to restart the 
securitization markets for various classes of consumer and small 
business credit. 

Earlier this year, the Federal Reserve and other Federal banking 
regulatory agencies undertook the Supervisory Capital Assessment 
Program, popularly known as the “stress test,” to determine the 
capital needs of the largest financial institutions. The results of the 
SCAP were reported in May, and they appeared to increase inves- 
tor confidence in the U.S. banking system. Subsequently, the great 
majority of institutions that underwent the assessment have raised 
equity in public markets. And, on June 17, 10 of the largest U.S. 
bank holding companies — all but one of which participated in the 
SCAP — repaid a total of nearly $70 billion to the Treasury. 

Better conditions in financial markets have been accompanied by 
some improvement in economic prospects. Consumer spending has 
been relatively stable so far this year, and the decline in housing 
activity appears to have moderated. Businesses have continued to 
cut capital spending and liquidate inventories, but the likely slow- 
down in the pace of inventory liquidation in coming quarters rep- 
resents another factor that may support a turnaround in activity. 
Although the recession in the rest of the world led to a steep drop 
in the demand for U.S. exports, this drag on our economy also ap- 
pears to be waning, as many of our trading partners are also seeing 
signs of stabilization. 

Despite these positive signs, the rate of job loss remains high and 
the unemployment rate has continued its steep rise. Job insecurity, 
together with declines in home values and tight credit, is likely to 
limit gains in consumer spending. The possibility that the recent 
stabilization in household spending will prove transient is an im- 
portant downside risk to the outlook. 

In conjunction with the June FOMC meeting. Board members 
and Reserve Bank presidents prepared economic projections cov- 
ering the years 2009 through 2011. FOMC participants generally 
expect that, after declining in the first half of this year, output will 
increase slightly over the remainder of 2009. The recovery is ex- 
pected to be gradual in 2010, with some acceleration in activity in 
2011. Although the unemployment rate is projected to peak at the 
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end of this year, the projected declines in 2010 and 2011 would still 
leave unemployment well above FOMC participants’ views of the 
longer-run sustainable rate. All participants expect that inflation 
will be somewhat lower this year than in recent years, and most 
expect it to remain subdued over the next 2 years. 

In light of the substantial economic slack and limited inflation 
pressures, monetary policy remains focused on fostering economic 
recovery. Accordingly, as I mentioned earlier, the FOMC believes 
that a highly accommodative stance of monetary policy will be ap- 
propriate for an extended period. However, we also believe that it 
is important to assure the public and the markets that the extraor- 
dinary policy measures we have taken in response to the financial 
crisis and the recession can be withdrawn in a smooth and timely 
manner as needed, thereby avoiding the risk that policy stimulus 
could lead to a future rise in inflation. The FOMC has been devot- 
ing considerable attention to issues relating to its exit strategy, and 
we are confident that we have the necessary tools to implement 
that strategy when appropriate. 

To some extent, our policy measures will unwind automatically 
as the economy recovers and financial strains ease, because most 
of our extraordinary liquidity facilities are priced at a premium 
over normal interest rate spreads. Indeed, total Federal Reserve 
credit extended to banks and other market participants has de- 
clined from roughly $1.5 trillion at the end of 2008 to less than 
$600 billion, reflecting the improvement in financial conditions that 
has already occurred. In addition, bank reserves held at the Fed 
will decline as the longer-term assets that we own are maturing or 
are prepaid. Nevertheless, should economic conditions warrant a 
tightening of monetary policy before this process of unwinding is 
complete, we have a number of tools that will enable us to raise 
market interest rates as needed. 

Perhaps the most important such tool is the authority that the 
Congress granted the Federal Reserve last fall to pay interest on 
balances held at the Fed by depository institutions. Raising the 
rate of interest paid on reserve balances will give us substantial le- 
verage over the Federal funds rate and other short-term market in- 
terest rates, because banks generally will not supply funds to the 
market at an interest rate significantly lower than they can earn 
risk free by holding balances at the Federal Reserve. Indeed, many 
foreign central banks use the ability to pay interest on reserves to 
help set a floor on market interest rates. The attractiveness to 
banks of leaving their excess reserve balances with the Federal Re- 
serve can be further increased by offering banks a choice of matu- 
rities for their deposits. 

But interest on reserves is by no means the only tool we have 
to influence market interest rates. For example, we can drain li- 
quidity from the system by conducting reverse repurchase agree- 
ments, in which we sell securities from our portfolio with an agree- 
ment to buy them back at a later date. Reverse repurchase agree- 
ments, which can be executed with primary dealers. Government- 
sponsored enterprises, and a range of other counterparties, are a 
traditional and well-understood method of managing the level of 
bank reserves. If necessary, another means of tightening policy is 
outright sales of our holdings of longer-term securities. Not only 
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would such sales drain reserves and raise short-term interest rates, 
hut they also could put upward pressure on longer-term interest 
rates by expanding the supply of longer-term assets. In sum, we 
are confident that we have the tools to raise interest rates when 
that becomes necessary to achieve our objectives of maximum em- 
ployment and price stability. 

Our economy and financial markets have faced extraordinary 
near-term challenges, and strong and timely actions to respond to 
those challenges have been necessary and appropriate. I have dis- 
cussed some of the measures taken by the Federal Reserve to pro- 
mote economic growth and financial stability. The Congress also 
has taken substantial actions, including the passage of a fiscal 
stimulus package. Nevertheless, even as important steps have been 
taken to address the recession and the intense threats to financial 
stability, maintaining the confidence of the public and financial 
markets requires that policy makers begin planning now for the 
restoration of fiscal balance. Prompt attention to questions of fiscal 
sustainability is particularly critical because of the coming budg- 
etary and economic challenges associated with the retirement of 
the baby-boom generation and the continued increases in the costs 
of Medicare and Medicaid. Addressing the country’s fiscal problems 
will require difficult choices, but postponing those choices will only 
make them more difficult. Moreover, agreeing on a sustainable 
long-run fiscal path now could yield considerable near-term eco- 
nomic benefits in the form of lower long-term interest rates and in- 
creased consumer and business confidence. Unless we demonstrate 
a strong commitment to fiscal sustainability, we risk having nei- 
ther financial stability nor durable economic growth. 

A clear lesson of the recent financial turmoil is that we must 
make our system of financial supervision and regulation more ef- 
fective, both in the United States and abroad. In my view, com- 
prehensive reform should include at least the following key ele- 
ments: 

A prudential approach that focuses on the stability of the finan- 
cial system as a whole, not just the safety and soundness of indi- 
vidual institutions, and that includes formal mechanisms for identi- 
fying and dealing with emerging systemic risks; 

Stronger capital and liquidity standards for financial firms, with 
more stringent standards for large, complex, and financially inter- 
connected firms; 

The extension and enhancement of supervisory oversight, includ- 
ing effective consolidated supervision, to all financial organizations 
that could pose a significant risk to the overall financial system; 

An enhanced bankruptcy or resolution regime, modeled on the 
current system for depository institutions, that would allow finan- 
cially troubled, systemically important nonbank financial institu- 
tions to be wound down without broad disruption to the financial 
system and the economy; 

Enhanced protections for consumers and investors in their finan- 
cial dealings; 

Measures to ensure that critical payment, clearing, and settle- 
ment arrangements are resilient to financial shocks, and that prac- 
tices related to the trading and clearing of derivatives and other fi- 
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nancial instruments do not pose risks to the financial system as a 
whole; 

And, finally, improved coordination across countries in the devel- 
opment of regulations and in the supervision of internationally ac- 
tive firms. 

The Federal Reserve has taken and will continue to take impor- 
tant steps to strengthen supervision, improve the resiliency of the 
financial system, and to increase the macroprudential orientation 
of our oversight. For example, we are expanding our use of hori- 
zontal reviews of financial firms to provide a more comprehensive 
understanding of practices and risks in the financial system. 

The Federal Reserve also remains strongly committed to effec- 
tively carrying out our responsibilities for consumer protection. 
Over the past 3 years, the Federal Reserve has written rules pro- 
viding strong protections for mortgage borrowers and credit card 
users, among many other substantive actions. Later this week, the 
Board will issue a proposal using our authority under the Truth in 
Lending Act, which will include new, consumer-tested disclosures 
as well as rule changes applying to mortgages and home equity 
lines of credit; in addition, the proposal includes new rules gov- 
erning the compensation of mortgage originators. We are expand- 
ing our supervisory activities to include risk-focused reviews of con- 
sumer compliance in nonbank subsidiaries of holding companies. 
Our community affairs and research areas have provided support 
and assistance for organizations specializing in foreclosure mitiga- 
tion, and we have worked with nonprofit groups on strategies for 
neighborhood stabilization. The Federal Reserve’s combination of 
expertise in financial markets, payment systems, and supervision 
positions us well to protect the interests of consumers in their fi- 
nancial transactions. We look forward to discussing with the Con- 
gress ways to further formalize our institution’s strong commit- 
ment to consumer protection. 

Finally, the Congress and the American people have a right to 
know how the Federal Reserve is carrying out its responsibilities 
and how we are using taxpayers’ resources. The Federal Reserve is 
committed to transparency and accountability in its operations. We 
report on our activities in a variety of ways, including reports like 
the one I am presenting to the Congress today, other testimonies, 
and speeches. The FOMC releases a statement immediately after 
each regularly scheduled meeting and detailed minutes of each 
meeting on a timely basis. We have increased the frequency and 
scope of the published economic forecasts of FOMC participants. 
We provide the public with detailed annual reports on the financial 
activities of the Federal Reserve System that are audited by an 
independent public accounting firm, and we publish a complete bal- 
ance sheet each week. 

We have recently taken additional steps to better inform the pub- 
lic about the programs we have instituted to combat the financial 
crisis. We expanded our Web site this year to bring together al- 
ready available information as well as considerable new informa- 
tion on our policy programs and financial activities. In June, we 
initiated a monthly report to the Congress that provides even more 
information on Federal Reserve liquidity programs, including 
breakdowns of our lending, the associated collateral, and other fac- 
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ets of programs established to address the financial crisis. These 
steps should help the public understand the efforts that we have 
taken to protect the taxpayer as we supply liquidity to the financial 
system and support the functioning of key credit markets. 

The Congress has recently discussed proposals to expand the 
audit authority of the GAO over the Federal Reserve. As you know, 
the Federal Reserve is already subject to frequent reviews by the 
GAO. The GAO has broad authority to audit our operations and 
functions. 

The Congress recently granted the GAO new authority to con- 
duct audits of the credit facilities extended by the Federal Reserve 
to “single and specific” companies under the authority provided by 
section 13(3) of the Federal Reserve Act, including the loan facili- 
ties provided to, or created for, AIG and Bear Stearns. The GAO 
and the Special Inspector General have the right to audit our 
TALF program, which uses funds from the Troubled Assets Relief 
Program. 

The Congress, however, purposefully — and for good reason — ex- 
cluded from the scope of potential GAO reviews some highly sen- 
sitive areas, notably monetary policy deliberations and operations, 
including open market and discount window operations. In doing 
so, the Congress carefully balanced the need for public account- 
ability with the strong public policy benefits that flow from main- 
taining an appropriate degree of independence for the central bank 
in making and executing monetary policy. Financial markets, in 
particular, likely would see a grant of review authority in these 
areas to the GAO as a serious weakening of monetary policy inde- 
pendence. Because GAO reviews may be initiated at the request of 
Members of Congress, reviews or the threat of reviews in these 
areas could be seen as efforts to try to influence monetary policy 
decisions. A perceived loss of monetary policy independence could 
raise fears about future inflation, leading to higher long-term inter- 
est rates and reduced economic and financial stability. We will con- 
tinue to work with the Congress to provide the information it needs 
to oversee our activities effectively, yet in a way that does not com- 
promise monetary policy independence. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much. Chairman Bernanke. 

I will ask the Clerk to put on 7 minutes on the clock and we will 
try and watch it veiy carefully so we don’t overstep. 

Let me just begin by asking you what recommendations you 
would make. These unemployment numbers are obviously very 
troubling. I mentioned the highest unemployment rates in more 
than a quarter of a century and indications they may actually jump 
up based on economists who are looking at the situation. And so 
what recommendations do you have as Chairman of the Federal 
Reserve that we might take, that you should take in order to stem 
this tide? What are the looming problems out there? 

The commercial real estate issue is one that I know some have 
suggested may even dwarf the residential mortgage problems in 
the country. The consumer borrowing practices, the overdraft 
issues and so forth that still persist, consumer debt issues obvi- 
ously are looming, as well. What are those problems you see com- 
ing along and what steps — for instance, are you considering extend- 
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ing the TALF program in the commercial real estate area, for in- 
stance, beyond the expiration — I think it is in December, if I am 
not mistaken — and whether or not that program will be extended 
to accommodate the problems in commercial real estate? 

But what recommendations would you give to us to start to deal 
with that other side of the equation, the stability of institutions 
that now — and you mentioned some in your statements, but I 
would like you to elaborate, if you would. 

Mr. Bernanke. Certainly, Mr. Chairman. On unemployment, 
that is the most pressing issue and it is the most difficult aspect 
of the problems that we are facing. Both the Federal Reserve and 
the Congress have already taken very aggressive actions to try to 
stimulate economic activity and I am hopeful that we are seeing 
some stabilization in the economy. 

Beyond that, I think to address unemployment more directly, the 
Congress has already extended UI, unemployment insurance, to 
help those who are without work. One particular problem which is 
concerning is that people without work for extended period may 
lose their skills and they find themselves with atrophying skills 
and an inability to find work once the economy has recovered. And 
so I would call to your attention the possibility of expanding train- 
ing and other programs that would help people maintain those 
skills or develop new skills as needed to enter new industries. But 
again, I believe this is one of the most difficult and challenging 
parts of our task at this point. 

On commercial real estate, we agree with you that this is one of 
the more difficult areas. During the last few years, while residen- 
tial investment was declining sharply, commercial real estate was 
actually pretty strong. But we have seen now in the last 6 months 
or so that vacancy rates are rising, rents are falling, prices are fall- 
ing, and financing conditions for commercial real estate have got- 
ten a good bit more difficult. 

We are working to try to improve those conditions. We are work- 
ing with banks, for example. In the same way that banks should 
be encouraged to try to work out defaulting mortgages for residen- 
tial borrowers, it is in their interest to try to make arrangements 
to work out problem loans in the CRE area, as well, and many 
banks will be facing very extensive amounts of CRE challenges 
going forward. 

On the TALF, as you know, we have recently added to the list 
of assets that we are supporting both new and legacy commercial 
mortgage-backed securities in an attempt to open up the CMBS 
market, which has been an important source of financing for this 
area in the past. It is early yet to know how much effect it will 
have. We were encouraged by the effects of the TALF on some 
other areas, such as consumer lending and small business lending. 

We currently have an expiration date of December 31 on the 
TALF, as you pointed out. We will certainly be monitoring the situ- 
ation, and if markets continue to need support, we will be extend- 
ing the final date of that program. 

Chairman Dodd. And you have the authority to do that? You 
don’t need any action by Congress to do that, is that correct? 

Mr. Bernanke. We don’t need action, but we do — we are using 
the 13(3) authority, which requires us to make a finding of unusual 
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and exigent circumstances. So we would have to continue to believe 
that financial markets were in essentially still some distance from 
normal operation. If they are in normal operation, then it would be 
more difficult for us to justify such action. 

Chairman Dodd. Well, I appreciate the answer on that. 

Let me go back — and I appreciate the steps, again, you have 
taken on dealing with credit cards and dealing with the residential 
mortgage market and steps, so don’t misunderstand what I am say- 
ing in terms of what you have responded to. Obviously, a crisis was 
emerging here. 

But there is a history at the Fed which is deeply troubling to me 
when it comes to consumer protection. You go back, if you will, in 
1975 with the FDC Act, which gave the authority to the Fed to 
deal with protecting consumers from unfair and deceptive prac- 
tices. Even as late as 2001, when the FDIC and the OCC wrote to 
the Fed urging that there were problems out there, that they need- 
ed to step up, the Fed didn’t respond to it. 

We have all talked about — I listened to Jim Running. Even last 
week, we talked about the 1994 Act, the HOEPA legislation. In 
that, we went 14 years before the Fed, under your leadership, 
stepped up and responded to that situation with a series of regula- 
tions dealing with the residential mortgage market. 

There seems to be a pattern of behavior by the Fed over the 
years that would lead us up here to be concerned about whether 
or not this is just a momentary response to a crisis that is in front 
of us, to step up, rather than the kind of consistent behavior that 
we would depend upon the Federal Reserve to act when it comes 
to consumer issues that have been hammered by the problems in 
the residential mortgage market as well as in some of these con- 
sumer products. Give me a reason why you think this is something 
I should be less concerned about, given this pattern of behavior. 

Mr. Bernanke. Mr. Chairman, I understand your concern en- 
tirely. It is not literally true the Federal Reserve was inactive. We 
did take steps. We did invoke HOEPA authority to broaden the 
scope of high-cost loans, for example. But we were not quick 
enough and we were not aggressive enough to address consumer 
issues earlier in this decade. I agree with that. 

So I think what we have demonstrated in the last few years is 
we have the capacity. We have the ability. We have the expertise, 
the range of abilities, and the complementarity with our other ac- 
tivities to be effective when we are working in that direction. 

So my recommendation to you to consider, Mr. Chairman, would 
be to ask whether there are steps that could be taken that would 
strengthen the commitment of the Federal Reserve so that it would 
be strongly committed to this area in the future, and a few sugges- 
tions I would make. One would be to put consumer protection in 
the Federal Reserve Act along with full employment and price sta- 
bility as a major goal of the Fed. 

The second step could be to require the Chairman to come before 
you or another committee at least once a year, present a report in 
the same way that we do for monetary policy, on our consumer pro- 
tection steps. Adopt a system of hearings or sufficiency reviews 
that would allow the public to see what steps the Fed was taking 
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and provide input to make sure that actions were being adequately 
taken in addressing problems. 

And yet another possibility would be to upgrade and strengthen 
the Consumer Advisory Council, which was created by Congres- 
sional action, to give it a higher, stronger status and an ability to 
meet with the Board on a regular basis. 

So I think there are steps that could strengthen the institutional 
framework that would address your legitimate concern about the 
long-term commitment of the Fed to this particular area. 

Chairman Dodd. Let me quickly jump last to this issue involving 
the power the Fed presently has over the bank holding companies. 
And again, all of us here, we go back to our respective States and 
we get an earful on a daily — hourly — basis about the unwillingness 
of these lending institutions to provide the necessary credit at a 
critical time, when businesses are out there asking for it and de- 
manding it and there just seems to be no response at all. 

Now, we can jawbone on the issue, but the Fed has the power 
here to really exercise some greater influence. Why is that not hap- 
pening? Why aren’t we getting more support in order to demand 
that these institutions start being far more responsive to the de- 
mands of industry and business out there that are relying on these 
institutions to expand and grow and help recover? 

Mr. Bernanke. Well, Mr. Chairman, I think the first order of 
business last fall was to avert essentially the collapse of the sys- 
tem, and that was a very important step and we did achieve that 
and the system now appears to be much more stable. It is still very 
challenged. Banks — some banks are still short of capital. Other 
banks are concerned about future losses. They are concerned about 
the weakness in the economy and the weakness of potential bor- 
rowers. So there are legitimate concerns that banks have. 

That being said, the Fed and the other bank regulators have 
been very clear that banks should be making loans to creditworthy 
borrowers, that it is in their interest, the banks’ interest, as well 
as in the interest of the economy, and we are working with banks 
to make sure they do that. 

I think that we are seeing improvement over time. We are seeing 
some stabilization in the terms and standards that banks are ap- 
plying to borrowers. And I suspect we will see some continued im- 
provement. But we understand that issue and we are trying as best 
we can to support bank lending through measures such as the 
TALF, which we already discussed. 

Chairman Dodd. I thank you. And I would hope, by the way, on 
the TALF decision, you might make that earlier rather than wait- 
ing until late fall on that. If you are going to extend the TALF, I 
think that it would be helpful for the institutions to know whether 
or not that is going to happen earlier rather than later. 

Senator Shelby. 

Senator Shelby. Thank you. Chairman Dodd. 

Chairman Bernanke, I believe myself that monetary police deci- 
sions by the Fed should be kept outside of political considerations, 
independently. That said, it often seems that the Fed holds a very 
expansive view of its activities that it considers to be monetary pol- 
icy actions. I assume this is done in an effort to expand the range 
of things subject to limited Congressional oversight. 
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Would you support an independent review, perhaps by the GAO, 
so that we can establish a clear line as to what must be kept inde- 
pendent and what should get more scrutiny? 

Mr. Bernanke. Our general view is that the Congress should 
have the ability to oversee all aspects of our operations, including 
whether or not we have the appropriate financial controls, whether 
we are lending on a good basis of collateral, and so on, and so we 
would be willing to work with you on that. We do think that the 
Congress has the right to see how we are using taxpayer money. 
Where we are concerned is that the Congress would be intervening 
in our specific policy decisions relating to monetary policy in the 
economy. So 

Senator Shelby. And I understand that. 

Mr. Bernanke. So yes, we are quite willing to work with Con- 
gress to try to figure out exactly where the line should be. And out- 
side the area of policy determination, we are quite open to working 
with you and the GAO to determine appropriate scope of oversight. 

Senator Shelby. Mr. Chairman, your monetary policy report 
notes rather casually that, quote, “nontraditional monetary policy 
actions employed by the Federal Reserve since the onset of the cur- 
rent episode of financial turmoil have resulted in a considerable ex- 
pansion of the Federal Reserve’s balance sheet,” end quote, from 
$918 billion at the end of 2007 to over $2 trillion last week. 

By categorizing these as, quote, “nontraditional monetary policy 
actions” — good choice of words — are you suggesting that actions by 
the Fed that have more than doubled the size of the Fed balance 
sheet are beyond Congressional scrutiny? 

Mr. Bernanke. I think that all 

Senator Shelby. You see where we are coming from. 

Mr. Bernanke. Yes, I see. Senator Shelby. So we have already — 
the GAO has already been given access to the rescues. The GAO 
already has access to the TALF, which is a major program. And I 
think it would be — we would be willing to extend GAO access to 
any extraordinary program with the focus being on our operational 
integrity and making sure we are protecting the taxpayers’ money. 
Where we are nervous is when the GAO begins to second-guess our 
monetary policy decisions per se. But in terms of safeguarding the 
taxpayers’ money, in terms of making sure that the operations are 
well maintained, all those things, I think, are appropriate for Con- 
gress to oversee. 

Senator Shelby. I would like to get into something you have 
talked about on the House side on a number of occasions, but I 
don’t believe over here yet. That is the Bank of America-Merrill 
Lynch merger. What really went on between you, former Secretary 
Paulson, and Mr. Lewis, the former — I guess he is still currently 
the CEO of Bank of America? There has been a lot said, a lot of 
charges both ways, some that you and Secretary Paulson threat- 
ened Mr. Lewis. I think you basically said that you didn’t. But I 
would like to hear in your own words what went on there, because 
that controversy has not gone away yet. 

Mr. Bernanke. Well, Chairman Frank yesterday said he saw no 
villains in the story and I don’t think there is anybody who — in 
that story who did not behave appropriately and in their appro- 
priate role. 
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You should remember that the way this became even an interest 
of Congress was the report from Attorney General Cuomo that Mr. 
Lewis had said that we had — we, the Secretary and I — had urged 
him not to disclose material which he was supposed to disclose 
under SEC rules. He later clarified under oath that no one had 
done that, that there had been no such urging not to do appro- 
priate disclosures and that he had been solely in control of his own 
disclosure decisions. So that eliminated the only issue that had any 
legal consequences, as far as I can see. 

Nevertheless, the Committee proceeded to collect e-mails and 
materials and to look for whatever possible problems they could 
find. In fact, as I have said in my testimony, we were dealing with 
a very difficult situation where we, on the one hand, we wanted to 
make sure that we respected the rights of Mr. Lewis and his share- 
holders. On the other hand, we wanted to make sure that the fi- 
nancial system was stabilized and protected. 

I think that we achieved that. We did that in a way that was 
fully legal and fully ethical and in which Mr. Lewis also performed 
his necessary fiduciary responsibilities with respect to his company 
and the outcome has been very successful, I think, that both com- 
panies have been stabilized. There has been — Merrill Lynch has 
been contributing to the profits of Bank of America. The overall fi- 
nancial system has been stabilized, and so I think the outcome was 
successful and I don’t think that there is anyone who violated any 
law or broke any ethical code, as far as I can see. 

Senator Shelby. You think the conduct of Secretary Paulson, 
your conduct, and Mr. Lewis was all above board? 

Mr. Bernanke. Yes, sir, and all in good intentions. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman Dodd. Thank you. Senator Shelby. 

Senator Johnson. 

Senator Johnson. Welcome, Chairman Bernanke. As you know, 
this Committee recently heard testimony regarding the possible 
creation of a new Federal agency with the specific purpose of con- 
sumer protection from dangerous financial products. The creation 
of this agency would take consumer protection off of the Fed’s 
plate, allowing the Fed to concentrate on other areas of responsi- 
bility. Do you feel that the Fed has been effective in protecting con- 
sumers, and would this agency be more effective? 

Mr. Bernanke. Senator, as I indicated, I think the Federal Re- 
serve in the last 3 years or so has demonstrated that it can be very 
effective. We have a lot of expertise which bears on consumer pro- 
tection. We have been very committed. We have used consumer 
testing and other novel approaches to develop really good ap- 
proaches to solving these issues. So I defend the record of the Fed- 
eral Reserve in recent years and I reiterate what I said to the 
Chairman, that I think with some additional steps to strengthen 
the commitment of the Federal Reserve to this area that we could 
maintain that commitment going forward. 

I also don’t think that the consumer protection function is in any 
way detracting from our other activities. I think it is complemen- 
tary, for example, to our bank examination activities. When we go 
in and look at a bank, we do one exam, both for compliance, con- 
sumer compliance, and also for safety and soundness oversight, and 
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many things that we look at, such as underwriting standards, have 
bearing both on safety and soundness and on consumer protection. 

That being said, I understand. I agree with Chairman Dodd that 
the Federal Reserve did not do all it should have at certain times 
in the past and I understand why some would want to see a new 
agency that would be fully committed to this area, and I am not 
criticizing that. I am simply saying that from the Federal Reserve’s 
perspective, we believe that we can continue to do good work in 
this area. 

Senator Johnson. In your view, does the President’s proposal al- 
locate cost fairly between large and small financial institutions 
given that most community banks and credit unions had little role 
in the creation of the crisis? 

Mr. Bernanke. If you are referring. Senator, to the fund or the 
cost of resolving failing financially systemically critical firms, my 
understanding of the proposal is that assessments would be based 
on noninsured liabilities. So in principle, any bank holding com- 
pany or almost any financial company might be subject to assess- 
ments to help pay for an intervention when a large systemically 
critical firm is failing. 

However, small banks, small community banks, most of their li- 
abilities are insured, their deposits, for example. And so the portion 
of their liabilities which would be subject to an assessment would 
be relatively small. So I would imagine that the bulk of the costs 
would be borne by larger banks, and indeed, you could make the 
costs progressive and put a heavier weight on the assets or liabil- 
ities of larger firms. 

So I do think that is an important issue and I do think it would 
be appropriate for larger more systemically critical firms to bear 
their fair share, obviously, of the costs of resolving any systemically 
critical firm. 

Senator Johnson. There has been speculation in recent weeks 
about the effectiveness of the economic stimulus package that was 
enacted in February and if enough has been done at the Federal 
level to bolster our economy. In your judgment, is the stimulus 
package mitigating some of the efects of the economic crisis, and 
are there additional fiscal policy responses that Congress can take 
to help the current economic situation? 

Mr. Bernanke. Well, based on our economic analysis, which 
draws heavily on previous experiences, we would infer that, for ex- 
ample, income provided to workers and seniors and veterans would 
affect their consumer spending, to some extent. Likewise, money 
flowing to States and localities should relieve, to some extent, their 
budget pressures and allow them to spend more on services than 
they otherwise would be. And so the economic presumption is that 
there would be some effect on activity and spending from a fiscal 
package. 

That being said, at this point, less than a quarter of the monies 
have been disbursed and probably fewer than that have been actu- 
ally put into action, spent. And so I think it is somewhat pre- 
mature to make a strong case one way or the other in terms of the 
impact of this program, and I also think it is premature to consider 
an additional package at this time. 



17 


With respect to strengthening the economy, I do think, although 
the impact is indirect, I do think that financial regulatory reform 
should he a very high priority and I know that this Committee will 
he spending a lot of time on making sure that our financial system 
is stable and able to provide credit to the economy in the future. 

Senator Johnson. Finally, we have repeatedly heard testimony 
in this Committee that families and investors will continue to be 
wary of the housing market until a bottom can be found. Has the 
mortgage market finally hit bottom? 

Mr. Bernanke. It is difficult to know, and we have had false 
dawns before, but the recent data have been mildly encouraging. 
We have seen demand fairly stable now for some months in terms 
of housing. We have seen some increase, actually, in construction 
and permits. The data on house prices, there are a number of dif- 
ferent series, and they don’t always agree, but there seems to be, 
at least for the moment, there seems to be some leveling off in 
house prices. And, of course, in part because of the Federal Re- 
serve’s actions, mortgage rates are a good bit lower than they were 
last fall, and indeed housing affordability right now is the highest 
it has been in many, many years. So there are some positive indica- 
tors on the housing front. 

That being said, we still also have problems of foreclosures com- 
ing on the market which will put downward pressure on prices, 
and so we can’t get guarantee by any means that the price declines 
are over, but we are seeing a few positive indicators in the housing 
market. 

Senator Johnson. Thank you. Chairman Bernanke. 

Mr. Bernanke. Thank you. 

Chairman Dodd. Thank you very much. Senator Johnson. 

Senator Bennett. 

Senator Bennett. Thank you, Mr. Chairman. 

Welcome, Chairman Bernanke. I appreciate your service in a 
time of great stress and difficulty. I appreciate your willingness to 
hang in there and try to remain as calm and serene as you can. 

When we were having these discussions a year ago, and we have 
heard you now first with Bear Stearns, and we thought that was 
over, and then we had additional problems all the way through, 
through it all, the one overriding principle that motivated me was 
if we are going to get stability in the market in these very difficult 
times, we have to inject public capital, or sovereign capital, if you 
will, into the market to produce stability. And then, as quickly as 
we can, we want to remove that sovereign capital so that private 
capital can come in and fill that vacuum, and that is the 50,000- 
foot view of what it is we have been trying to do. 

Now, you talked about the difficulty with commercial real estate 
and the potential that it could be as bad as the housing difficulty. 
I have heard that there is currently as much as $450 billion of pri- 
vate capital waiting to be invested in financial institutions, and 
that is a substantial amount of money. My question is, why is this 
private capital waiting on the sidelines? Do you have any sense of 
that? 

Mr. Bernanke. Well, Senator, we have had some recent success 
in this area, as you know. The Federal Reserve led an interagency 
evaluation of 19 large banks simultaneously, which was an enor- 
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mous effort, I must say, in the so-called stress tests, and what that 
did apparently was give the markets some more confidence about 
what the eventual losses would he and what these firms’ needs for 
capital would he in the future. And as a direct result of those stress 
test, virtually every one of the 19 firms was able to go out and 
raise private capital. And, of course, about $70 billion of Govern- 
ment capital is repaid. 

So I think that what the private capital is waiting for is greater 
clarity and assurances both about the state of the banks, their po- 
tential losses, but also there is a lot of uncertainty in the economy, 
and as the economy has looked a bit better and stabilized some- 
what, the credit markets in general have improved and I think that 
that will lead to more confidence in the banking sector, as well. 

So I am not sure what steps we can take other than to try to 
provide as much clarity as we can to the markets so they will un- 
derstand both our policies and also the state of the balance sheets 
of the banks and that would give them every opportunity to inject 
capital. 

Senator Bennett. Well, obviously they are waiting for the bot- 
tom, waiting for a sense of, OK, this has now stabilized. The con- 
cern about commercial real estate suggests that it has not sta- 
bilized. Now, wouldn’t it be true that a concern, OK, if we are not 
at bottom, public money will still come in, that there is still money 
to come from the Fed or recycling TARP money will still come in, 
so we will wait on the sidelines in addition? Wouldn’t it be a fur- 
ther signal to the public money, the time to come in, if statements 
could be made that this is the end of the public money that would 
be available? 

Mr. Bernanke. Well, the stress test did that, to some extent. We 
did a 2-year, forward-looking analysis and we included commercial 
real estate, all different categories of assets, and tried to project 
loss rates, and we concluded for the banks that, quote, “passed the 
test,” we concluded that without new public money and with these 
heavy losses still to come, that they would at the end of 2 years 
still be well capitalized. And so that was essentially as much of an 
endorsement as we could give. 

I don’t think we can unequivocally say that no public money will 
come in under any circumstances because there could be situations 
of systemically critical firms which, you know, for one reason or an- 
other are on the verge of failure and we need to consider whether 
or not the cost to the broad system of allowing a disorderly failure 
outweighs the cost of putting more Government capital in. So I 
don’t think it would be reassuring to the market to say that there 
is no more capital under any circumstances. But what we are try- 
ing to do is point out that there are institutions which seem to be 
in a situation where they are unlikely to need any further Govern- 
ment assistance. 

Senator Bennett. Looking at the economy as a whole, getting 
into is this a “V” shape, a “U” shape, a “W” shape, or an “L” shape 
kind of thing, we have seen inventory liquidations, and that was 
inevitable. When the whole world economy fell off the cliff, there 
were a lot of people who had excess inventory and they liquidated 
it and thereby did not help stimulate the economy. Now the liq- 
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uidation seems to be over in many areas in the world, so new man- 
ufacturing, new products have to be produced to meet the demand. 

My sense is that in the contracted world we are facing, the de- 
mand is not at the level that it was before and that argues for 
more of an “L” shaped kind of circumstance. Yes, we have hit bot- 
tom, but what signs do we see that we are going to come back up, 
particularly if the American consumer, which is the driving force 
really for the whole world, because the economic model of the Chi- 
nese and the Indians and the Koreans and so on and Japanese are 
following, let us produce to sell to America. If the Americans can’t 
afford to do it or the Americans aren’t willing to do it at the same 
levels they were before, the whole world economy remains in kind 
of an “L” shaped circumstance. 

Could you respond to all that and give us your sense of where 
we are with respect to inventory liquidation and further manufac- 
turing and consumption? 

Mr. Bernanke. Yes, sir. You are absolutely right. Inventory liq- 
uidation is not complete yet, but it is substantially advanced, and 
that will be a support to production both here and perhaps even 
more so abroad, which will create a stronger global economy, which 
will be helpful indirectly. 

We expect a recovery, and there is still a great deal of uncer- 
tainty, but we expect a recovery to start off relatively slow, and in 
part it is because of the consumer who is facing a damaged balance 
sheet, still has high debt on the balance sheet. Wealth has been re- 
duced by housing and equity price declines. So we do not expect the 
consumer to come roaring back by any means, particularly with the 
labor market in the condition that it is in. So the American con- 
sumer is not going to be the source of a global boom by any means. 

On that very topic we are continuing to encourage our trading 
partners in Asia and elsewhere to understand — and I believe that 
they do — that they need to substitute their own domestic spending, 
their own domestic demand, for American consumers as the engine 
of growth in their economies. And we are seeing, for example, in 
China, with their large fiscal package there and their attempts to 
strengthen their infrastructure spending, we are seeing some mo- 
tion in that direction. 

So our anticipation is for a recovery that will start slowly, begin 
to pick up speed over time, but it depends very much on to the ex- 
tent consumers can get comfortable with their financial situations 
going forward, and also to the evolution of the labor market. 

Senator Bennett. Thank you. 

Chairman Dodd. Thank you very much. Senator. 

Senator Jack Reed. 

Senator Reed. Thank you, Mr. Chairman. Thank you. Chairman 
Bernanke. 

As Senator Dodd pointed out in his opening comments, the real 
measures, for most Americans, of our success are jobs that are sta- 
ble and housing prices that are stabilized. You understand that. 
But had we not taken action, the Congress in TARP and the Fed- 
eral Reserve with their programs, TALF and other programs, 
where do you think we would be with respect to the average Amer- 
ican in terms of access to credit, jobs, et ceteraP. 
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Mr. Bernanke. Senator, it is very hard to get credit for some- 
thing that did not happen, but in September and October, I believe 
we faced the worst global financial crisis since the 1930s and per- 
haps including the 1930s. Beyond the crisis of Lehman and AIG 
and Merrill and Wachovia in September, in mid-October we faced 
a global banking crisis where not only the United States but many 
other industrial countries were on the verge of collapse of the bank- 
ing systems. 

There was a loosely coordinated effort around the world involving 
injection of capital, provision of guarantees, purchases of distressed 
assets, provision of liquidity, which succeeded in stabilizing the 
global banking system in mid-October, which set the basis for the 
slow stabilization of the financial system and recovery that we 
have seen since then. 

By the way, there has been so much focus here, of course, on AIG 
and the interventions here, but there have been about a dozen 
similar interventions around the world. So we are not alone in that 
respect as other countries have also moved in to protect and avoid 
the collapse of systemically critical firms. 

I believe that if those actions had not been taken, if the TARP 
had not been available to prevent that collapse, if there had not 
been an aggressive international policy response, I believe we 
would be in a very, very deep and protracted recession which might 
be almost like a depression, I think much, much worse than what 
we are seeing now. 

The situation — I do not want to understate — the situation now is 
very poor. The unemployment rate is unacceptably high. Americans 
are suffering. But I do believe that we have a much better situation 
than we would have if we had seen a collapse of the global finan- 
cial system last October. 

Senator Reed. Mr. Chairman, let me focus on the point that you 
just made about unemployment. Approximately 540,000 Americans 
will exhaust their unemployment benefits by the end of September; 
1.5 million will run out by the end of the year. We all understand 
this is a central problem, maybe even a systemic risk. 

Would you urge us to extend unemployment benefits? 

Mr. Bernanke. Well, I would urge you to look at the unemploy- 
ment problem. I think one issue that you should at least think 
about is that there may be different ways to extend unemployment 
insurance. For example, should there be a training component, as 
I mentioned to Senator Dodd? But I think clearly there are a lot 
of people who are unemployed for significant periods of time 
through no fault of their own, and I do think we need to provide 
them some kind of support and, I hope, some way to continue to 
remain in touch with the labor market and developing new skills 
so that as the economy does begin to recover, they will be produc- 
tive workers once again. 

Senator Reed. Mr. Chairman, we are in the midst of a very im- 
portant debate on health care, but just let me ask you, if the cur- 
rent system persists, if there is no change — and there are many 
versions of change — do you see that as imperiling economic growth 
and prosperity going forward? 

Mr. Bernanke. We have a very significant problem, which is 
that medical costs have been rising at about 2.5 percent a year 
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faster than per capita income for some number of years. The Medi- 
care trustees just assume that that difference will go down to 1 
percent, and even so, even with that magical reduction in cost in- 
creases, they still see an enormous $35 trillion unfunded liability 
for the Federal Government. 

So whether we stick with our current general system, whether 
we adopt a new system, I am really not qualified nor is it my place 
to give detailed advice on health care reform. But I do believe for 
the broad economy’s health and for fiscal health, we do need to ad- 
dress the problem of increasing cost. And so any program that is 
undertaken should look to how we are going to get control of costs 
so that it will not bankrupt both our Government and eventually 
our economy. 

Senator Reed. Would you agree that action now is probably nec- 
essary with regard not just to cost but to access, to affordability, 
and to the whole range of issues? 

Mr. Bernanke. Well, there are multiple objectives, including ac- 
cess, quality, and others, and I think everyone would agree that 
probably a number of improvements can be made on all those 
fronts. And, of course. Congress is looking at that, and I encourage 
you to keep looking at ways to improve our health care system. 

But, again, I come back to the cost issue, which I think is the 
one that is most relevant to the broad economy and to the fiscal 
stability of this country, and just urge you that, as you look at 
other aspects of health care reform, that you keep cost on the front 
burner, because it is very important to achieve. 

Senator Reed. Mr. Chairman, we will engage shortly in a debate 
about systemic regulation, and I know you are interested in not 
only the debate but the topic. But one of the things that, looking 
back, we discovered is that we did not have a coordinated mecha- 
nism to evaluate risk to the system; we did not anticipate the risk, 
et cetera. 

In that complex, what would you describe as the systemic risk 
that we face today? 

Mr. Bernanke. Well, first let me agree with what you said, 
which is that our system was too siloed, too much looking at indi- 
vidual firms, individual markets, not enough attempt to look at the 
entire market, and so a more macroprudential approach I think 
would be very valuable. 

The systemic risks today I think come from the fact that the fi- 
nancial markets are still unstable. We have some areas like com- 
mercial real estate, which pose concern. They could cause problems 
in a large number of banks. We have foreclosures and their impli- 
cations for the housing market. So we have a number of pretty 
clear stresses. I do not think in this case that they are hidden prob- 
lems. I think there are some very clear threats to the recovery, and 
we are, of course, trying to deal with those. 

But going forward, I do think it would be a good idea to have 
some kind of mechanism to look broadly across the financial mar- 
kets to try to establish whether there is some new systemic risk 
evolving and what measures should be taken to address that risk. 

Senator Reed. Thank you, Mr. Chairman. 

Thank you. Chairman Dodd — excuse me. Chairman Johnson. 

Senator Johnson [presiding]. Senator Banning. 
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Senator Bunning. Thank you very much, Mr. Chairman. Thank 
you for being here, Chairman Bernanke. 

Lately, the Fed has spent a lot of effort fighting transparency in 
a real audit. When you were in front of this Committee beginning 
and begging for TARP, you promised transparency but haven’t de- 
livered. Yesterday, we learned from the IG on TARP that nearly 
$24 trillion — I said “trillion” — of support has been offered, includ- 
ing $6.8 trillion by the Federal Reserve. And in your statement 
today, you again said how important transparency is, but you still 
resist fully opening your books. 

I understand you are concerned about the Fed’s independence, 
but you are the one that threw away the independence by acting 
as an arm of the Treasury and engaging in fiscal policy. 

Now, here are the questions: 

One, would you rather have an audit of the Fed or give up all 
of your nonmonetary policy functions? 

Mr. Bernanke. We will work with you on an audit of the Fed. 
I want to respond to the SIG TARP. That number makes all kinds 
of assumptions which are just simply not realistic. For example 

Senator Running. Well, but they are not our numbers, sir. The 
IG is in charge of those numbers. So whether you want to fight 
with the IG, that is your business. Do not fight with me about it. 

Mr. Bernanke. So, Senator, to answer your question, I will be 
more than happy to work with the Congress to give access to all 
of our operations relating to how we use taxpayer money, how we 
secure the loans, our financial controls, all those things to make 
sure that you are comfortable that we are protecting taxpayer 
money. 

Where I am resisting is congressional intervention in monetary 
policy decision making, which I think would 

Senator Running. No one is asking for that. 

Mr. Bernanke. That is what is in the law. There is no carve-out 
for that in the law. There would be nothing to stop you, for exam- 
ple, from saying, “I did not like” 

Senator Running. There is no law presently. 

Mr. Bernanke. The proposed law. In the proposed bill. 

Senator Running. Well, then, we would carve that out and make 
sure that that would not be there. 

Mr. Bernanke. Then I am very open to working with Congress 
with that carve-out to giving access. 

Senator Running. Second question: Do you understand why Con- 
gress and the public think the Fed’s independence has already been 
compromised? 

Mr. Bernanke. Well, I understand, but I think it is a misconcep- 
tion. The Federal Reserve has worked with the Treasury, both the 
Republican and the Democratic Treasury, because in a situation of 
financial crisis, it is very important; I think the American people 
want to see their financial leadership working together to protect 
the stability of the system. 

Senator Running. But your job is monetary policy, not fiscal pol- 
icy. 

Mr. Bernanke. My job is also financial stability. 

Senator Running. So you think interfering or assisting the 
Treasury with fiscal policy is part of the Fed’s task? 
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Mr. Bernanke. Not fiscal policy. We have a joint statement with 
the Treasury which makes clear that the Fed should not be respon- 
sible for credit allocation or fiscal policy. We are looking at finan- 
cial stability. That is our objective. 

Senator Bunning. This question is about unbiased reports of the 
facts, not reports with an agenda. Are you opposed to objective ex- 
ternal review of monetary policy and other Federal functions? If so, 
what monetary policy information do you not want in the hands of 
the public? 

Mr. Bernanke. We provide a great deal of information, including 
the minutes and eventually the transcripts, and this meeting today 
was posited, was put together by the Humphrey-Hawkins bill. This 
is a review by the Congress of monetary policy. 

Senator Bunning. This is by law. 

Mr. Bernanke. Yes, and I think it is an appropriate way for 
oversight. 

Senator Bunning. How does providing factual information on the 
Fed’s discussions and the data that goes into the Fed’s decisions 
compromise the Fed’s independence? 

Mr. Bernanke. Because it would inhibit discussion, it would in- 
hibit the provision of information, and it would, implicitly at least, 
provide the sense that Congress was second-guessing or trying to 
overrule the FOMC’s decisions. 

Senator Bunning. OK. This one includes you, but it includes the 
former Chairman. It has been clear to me for years — and finally it 
is now to just about everyone else — that the Fed’s monetary policy 
for the last decade has been flawed. Former Chairman Greenspan’s 
attempt to smooth normal economic cycles killed the so-called great 
moderation and led to bigger recessions than we would have had 
if he followed traditional monetary policy like the Taylor rule. The 
way to get the Fed back on track is to reduce your responsibilities, 
not increase them. 

To start, we should move consumer protection and banking regu- 
lation to somewhere like the FDIC. Then we should make the Fed’s 
sole responsibility the stability of the dollar since a stable currency 
would lead to a stronger economy with higher employment. 

What I want to know from you is what you think the goal of 
monetary policy should be: stable currency or something else? 

Mr. Bernanke. The law, the Humphrey-Hawkins law, says that 
the goals of monetary policy should be full employment and price 
stability, and that is what we are looking to. 

On the issue of taking away other powers, I would just like to 
point out that this was what was happening a few years ago in a 
number of countries, including, for example, the U.K. 

Senator Bunning. Please answer my question. We know what 
the law is. I am asking for your opinion. 

Mr. Bernanke. I think that law is appropriate, and I follow that 
law. 

Senator Bunning. You follow the law to the letter? 

Mr. Bernanke. To try to achieve full employment and the price 
stability, yes. 

Senator Bunning. OK. The last question then, since my time is 
running out. Yesterday, you made it clear that you think the Fed 
has the tools to stop the coming inflation by controlling all the new 
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money you have printed. You may be right, but do you have the 
will, as former Chairman Volcker did, to tighten even if the econ- 
omy is still weak? 

Mr. Bernanke. Senator, it was in 1978 in the Humphrey-Haw- 
kins bill that the Congress put in the exclusion for monetary policy 
in the GAO audit bill, and that was right before Volcker came in. 
And Volcker was able to take those decisions because Congress did 
not intervene, although there were plenty in Congress who said 
they should intervene. 

So, yes, we will do 

Senator Bunning. But I am asking you, would you do it? 

Mr. Bernanke. We will absolutely do it, so long as we are not 
forced to do something different by Congress. 

Senator Bunning. Even if the economy is still weak? 

Mr. Bernanke. We will take the necessary actions to balance off 
appropriately the price stability and full employment parts of our 
mandate. 

Senator Bunning. You know, it is a balancing act, as most Fed 
Chairmen have found out, including you, that if you start to pull 
too fast, the economy stops recovering; and if you act too quickly, 
you have a tendency to put the economy in a recession. So I wish 
you good luck. 

Mr. Bernanke. Thank you, sir. 

Senator Johnson. Senator Schumer. 

Senator Schumer. Thank you, Mr. Chairman. I thank you. 
Chairman Bernanke, for these 2 long days of hearings. This job is 
a very tough one, and, of course, you are subject to criticism, and 
that is part of it. And some of it is valid, and some of it I agree 
with, but I just would remind people where we were 6 months 
ago — worried that we might enter a Great Depression. And I think 
the actions that you and others have taken have avoided that. We 
still have a long way to go, but it is easy to take all the shots, and 
certainly I have my criticisms. But also we should remember where 
we were 6 months ago and where we are today and give you some 
good credit for that. So I thank you for that. 

Now I would like to talk about credit cards, something I care a 
lot about. I know Chairman Dodd has mentioned them briefly. And 
the JEC hearing back in May, we had an exchange about the Fed- 
eral Reserve’s new credit card rules, and I was troubled by the 18- 
month delay. Senator Dodd and I asked you to use your emergency 
authority to put the new rules into effect immediately. And we 
talked about how consumers were suffering from an increase in 
predatory credit card practices, arbitrary rate increases, and you 
had said you would look into it. 

So the first part of my question is: Have you looked into it? It 
looks to me as if nothing has changed; things are getting worse. 
Credit card issuers right now are changing fixed rates to floating 
rates so that they can say when the law takes effect, as the rates 
go up, well, we are not raising the rates. That is outrageous. That 
is against the whole intent of the law. They are also increasing fees 
for balance transfers. They are cutting credit card limits, hiking up 
interest rates. 

So I would like to ask you: How do these new advance notifica- 
tion rules help consumers hit hard by this kind of behavior? Isn’t 
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it true that consumers slammed with fee or rate hikes have no re- 
course other than to pay the increase and cancel the card? Can- 
celing a credit card adds insult to injury by lowering a consumer’s 
credit score. 

So I have a question for you. I do not think we can afford to wait 
until our legislation goes into effect. Can the Fed take some actions 
now, which you have the power to do, to deal with these practices, 
some of which are clearly predatory? 

Mr. Bernanke. Well, Senator, I think all our focus now is on im- 
plementing the law which Congress passed, and, in particular, we 
put our regulations last week which will come into effect on August 
20th, 3 or 4 weeks from now, and those regulations will require a 
credit card company to give a customer 45 days’ notice before rais- 
ing interest rates. And, of course, that gives the customer options 
to find alternatives, to opt out. 

Senator Schumer. Then their credit rating is now lowered in 
many cases. 

Mr. Bernanke. Not if they choose voluntarily to move to another 
credit card. I do not think so. I agree with you it is a problem, but 
as we discussed earlier and I got back to you, you know, we just 
did not think we had the authority, given the process involved, to 
move it up substantially. And given that the Congress had passed 
new legislation that was very explicit, we thought our best objec- 
tive would be to implement 

Senator Schumer. What do you think of the idea of switching 
people from a fixed to a variable rate? Do you think that is within 
the spirit of either your regulations or the law we passed? 

Mr. Bernanke. It is not prohibited if the variable rate is tied to 
some publicly available rate, like the LIBOR or something like 
that. 

Senator Schumer. I would just say to you — and to everyone else 
here — that is why so many of us feel we need a Consumer Product 
Financial Safety Commission, because they always find ways 
around this. I mean, for years I said disclosure will do the job. It 
does not. And every law you pass, they find a way around it. 
Frankly, the Fed is not very lithe about these things. That is way 
before you got there, but it continues. And we need somebody who 
is going to focus on consumer products, on making sure when they 
find a new way to get around the intent of the law, if not the letter, 
that somebody is able to stop it and stop it quickly. 

I know you were asked about the consumer products financial 
safety commission. I hope you will be supportive of it and help us 
draft it, because we need a regulator who is not going to — who is 
going to be a little more lithe than you, than the Fed has been, to 
be honest with you. What is happening is outrageous, and you have 
the power to change some of those things. Chairman Dodd and I 
wrote it. 

Small business lending. The CIT problems have made clear how 
vulnerable small business is to problems. I have heard stories all 
over my State of small businesses who need lending. They are prof- 
itable businesses. They still have collateral. They cannot get loans 
for reasons nothing to do with their fault — nothing to do with them 
and not their fault. 
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Is the Fed considering any additional programs to help small 
business obtain access to credit? 

Mr. Bernanke. Well, first, we are, again, urging the banks to 
make loans to creditworthy borrowers. We do not think it is desir- 
able from a safety and soundness point of view to be cutting off 
borrowers who can repay, even if they are small business or 

Senator Schumer. But you admit that is happening. 

Mr. Bernanke. Of course, it is happening. Yes, I realize it is 
happening. So I just wanted to point out we are working with the 
banks. Beyond the banks, the Fed, as you know, has included small 
business in our TALF program, and we have had some issuances 
which seem to have helped that market. And 

Senator Schumer. Can you give us some numbers on the small 
business TALF? 

Mr. Bernanke. I would have to get back to you with the exact 
numbers, but we have seen improvements on the interest rates and 
spreads in the secondary markets, which suggest some increased 
availability of funds and lower rates. And although it is not a Fed- 
eral Reserve initiative, I would just take note of the Treasury’s ini- 
tiatives under the TALF to put money into SBA lending and to 
support that area. But I absolutely agree with you, this is one of 
the toughest areas because traditionally, in a downturn, small 
business is the first to get cutoff. 

Senator Schumer. Right. And what about lifting the credit 
unions’ cap on small business lending? It was put in as part of a 
political compromise years ago, maybe decades ago. I do not think 
there is any reason not to lift it. If this is another place where 
small business could get loans, and credit unions are often tied into 
their communities and want to help, what do you think of that 
idea? I think it is now 12.5 percent. Some of us have proposed leg- 
islation to lift it. 

Mr. Bernanke. I would be happy to look at that with you. It 
sounds like a direction to consider. I would have to understand bet- 
ter the rationale, but it is certainly worth looking at. 

Senator Schumer. Thanks, Mr. Chairman. 

Senator Johnson. Senator Martinez. 

Senator Martinez. Thank you, Mr. Chairman. 

Chairman Bernanke, welcome, and I want to join with my col- 
league Senator Schumer in also acknowledging the fact that you 
had a very difficult situation back several months ago. Everything 
is not perfect, but you have tried, I know, sincerely and, I think, 
avoided a whole lot of problems that on a dark day back in the fall 
we all were fearful might be right around the corner. 

I also want, by way of a question and a comment, to also strongly 
disagree with my colleague from New York, because I believe that 
the worst thing we could do right now under the current environ- 
ment is to overregulate, to overreact to circumstances that hap- 
pened in the marketplace. I have not had a more unanimous nega- 
tive reaction about anything here in the Congress than what I have 
heard for the last several days about this regulator scheme that 
would, I think, take the banking industry at a time when it is in 
a perilous state and choke it. And I think it would be an over- 
reaction, and I think we ought to take our time before we overregu- 
late the banking industry in a way that I think will drive away in- 
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vestment money and everything else from the industry. I am very 
sensitive to consumer issues, but I really think we should go slowly 
on that issue and think thoroughly through it. 

Along those lines about investment, private investment money 
into the marketplace, you indicated that investors seemed to be re- 
turning. It concerns me greatly that I do not believe there is any 
significant private investment going on in the mortgage-backed se- 
curity arena, and, obviously, we have been through a very difficult 
time there. 

I wonder if you could tell me what you anticipate there. I come 
from a State where we have some high-value markets, and even 
though all of them are depressed, conforming loan limits do not al- 
ways cut it. 

Do you anticipate that we will be in a position to see private in- 
vestment money coming into securitized mortgages so that we can 
get away from Fannie and Freddie being the only game in town 
when it comes to mortgages? 

Mr. Bernanke. It is not exactly a question of private investment 
money. It is a question of private label securitization, which is not 
Government guaranteed. 

Senator Martinez. That is really what I am 

Mr. Bernanke. Yes. We are not seeing much activity or really 
any activity in that area right now, and I think it will take two 
things to get that going. One will be a little bit more confidence 
that housing prices are stabilizing because right now there is too 
much concern on the private label side that house prices might go 
further and that would create losses for mortgage holders. 

The other is I think there is still scope to improve the instru- 
ments, to increase the transparency and the standardization of 
these securitization instruments. And industry has an incentive to 
do that. It has been a pretty slow process, in part because activity 
has been so low, but I think there might be scope for trade associa- 
tions, like the Securitization Association, to work with private 
issuers to try to develop a more transparent, more standardized 
securitization issuances. 

Senator Martinez. And I guess rating agencies would come into 
that as well. 

Mr. Bernanke. The rating agencies as well, absolutely. But the 
rating agencies have to show that they have good criteria, that 
they have eliminated potential conflicts of interest and that they 
are transparent as well. So they are also a part of the problem as 
well as the solution at this point. 

Senator Martinez. The issue of bank regulation and getting 
money out on the street from banks out at the local level, I con- 
tinue to hear complaints that banks are not lending, but I also 
hear from bankers that there is not a clear message and that regu- 
lators are giving a different message than what I hear here, from 
whether it is the FDIC or yourself. What can we do to make sure 
that the message gets down to the local level and that we are not 
seeing a situation where bank regulators are overreacting to the 
situation and expecting banks to do the impossible while the mar- 
ketplace is in desperate need for credit? 

Mr. Bernanke. Let me use this opportunity to make a clear 
statement to Federal Reserve examiners everywhere and I hope to 
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examiners of other Federal agencies. It is good for the bank, it is 
good for safety and soundness for banks to make safe loans to cred- 
itworthy borrowers, to maintain those relationships, and to extend 
credit to profitable and economic purposes. 

We recognize that there is a kind of a built-in bias among exam- 
iners in a period like this where the economy is weak and there 
is a lot of risk to be overconservative and push banks to be over- 
conservative in their lending decisions. 

On the one hand, we certainly do not want banks to be making 
bad loans. That is how we got into trouble in the first place. 

Senator Martinez. Right. 

Mr. Bernanke. But I do think that examiners should be appro- 
priately weighing the fact that profitable lending to creditworthy 
borrowers is good for the bank and that maintaining those relation- 
ships is good for the bank. 

At the Federal Reserve, we have for a long time tried to commu- 
nicate that message, and we have ongoing training, workshops, 
manuals, and other communications with the examiners and with 
the regional directors of supervision to try and put that message 
through. 

Now, I have to admit that it does not always get through, but, 
on the other hand, it is also probably true that, you know, bank 
terms and conditions just are going to be tougher now for a while 
given the difficulties in the economy. And so, you know, not every- 
body who was used to getting credit is going to get credit, but to 
the extent that we can continue to make loans to creditworthy bor- 
rowers, we really want to support that, and we are trying to put 
that message to our examiners. 

Senator Martinez. I think your statement is very helpful and I 
think also, with no question, that what used to be a good credit 
may not be a good credit in current circumstances, and we have to 
be wary of that. 

But along the same lines, the Federal Reserve implemented a 
TALF program to restart the securitized debt markets and my 
question has to do with the commercial real estate and the poten- 
tial shortfall there. What do you think in terms of your program 
for the private commercial real estate lending, investing, and what 
may be coming in the months ahead, which is a very, very serious 
situation. 

Mr. Bernanke. It is a very serious situation and that is why we 
have brought both new commercial real estate, CMBS, and legacy 
CMBS into the program. The addition of those two asset classes is 
relatively recent, so we haven’t yet seen a whole lot of activity, 
which is not surprising because it takes time to put together CMBS 
packages, CMBS deals. 

What we have seen with the TALF in other categories of 
securitization, like in consumer loans, small business loans, stu- 
dent loans, and the like, is that it has been very helpful, even with- 
out a great deal of lending. So we are optimistic that this will be 
helpful, but it will be a few more months before we really have a 
good read on the effect. But at a minimum, I think it will get the 
CMBS market moving again, get new deals being made, and that 
should create more interest on the part of investors in getting in- 
volved in financing commercial real estate. 
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Senator Martinez. My time is up and I thank you. I just want 
to mention in conclusion that there is in TALF, I think, still room 
for there to be more lending in the area of — or more encouragement 
to do lending in the area of floor planning for RVs, boats. You 
know, there is a big boating industry in Florida which is back on 
its heels, as well as the securitized mortgage market for vacation 
rentals. I don’t mean vacation rentals, but time share type of vaca- 
tion opportunities. Those are all industries that employ a lot of peo- 
ple in a State like Florida that are currently just wanting for credit 
availability. 

Thank you, Mr. Chairman. 

Senator Johnson. Thank you. 

Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. Chairman 
Bernanke, thank you for your testimony, your service. 

As you know, the Congress is in the midst of a very rigorous de- 
bate about health care and there are those in this debate who sug- 
gest that we can put off for tomorrow further seeking reform of our 
system. It seems to me that when we look at obligations of the Fed- 
eral Government, that both under Medicare and Medicaid, these 
long-term obligations are unsustainable at the rate that we are 
going, not to mention that it is unsustainable for the private sector 
in terms of rising costs for health care which they seek to provide 
for their employees and therefore creating more and more chal- 
lenges to people who have health care coverage today. 

Is it not true that this is one of our significant economic chal- 
lenges moving forward and that the longer we delay, the greater 
the consequences will be? 

Mr. Bernanke. Yes. As I indicated before, there are a lot of chal- 
lenges for health care, including access. There are a lot of people 
who are uninsured. The quality, in the sense that we see very dif- 
ferent costs in different areas with not different results. What is 
the transparency of the process, and so on. 

But speaking as the Federal Reserve Chairman and interested in 
macroeconomic stability, I think for me, the most important issue 
is cost and the current structure has many benefits and other prob- 
lems, but one of the main issues is it has not controlled cost. Given 
the aging of our population, given the rapid increase in medical 
costs, we have both the threat of an unstable fiscal situation going 
forward and a tremendous tax essentially on our private economy, 
which has to bear the costs of medical care. 

So I think Congress will be looking at a whole set of these issues, 
but the one that I would try to focus you on is making sure that 
you address the question going forward of bending the curve, as 
they say, or slowing down what is now a really very worrisome in- 
crease in the rate of costs of health care. 

Senator Menendez. I appreciate that. Let me ask you this. In 
March of 2007 at a Banking hearing, I said that we were going to 
have a tsunami of foreclosures in the residential real estate mar- 
ket. I was told at that time that that was an exaggeration. Unfor- 
tunately, I wish I had been wrong and those who told me it was 
an exaggeration were right. Now I look at the commercial real es- 
tate market, several trillion dollars that there seems to be no 
present market for as these mortgages become due. I heard that 
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you gave an answer previously on this issue with reference to 
TALF. 

Should we not, as I believe we should have done in the residen- 
tial real estate market, been proactive to be ahead of the curve in- 
stead of facing an enormous challenge after the curve? You men- 
tioned TALF. Do you think that the Reserve and the administra- 
tion are focused on dealing with this up front in a way that is ag- 
gressive and can meet the challenges, not just to that industry, but 
more importantly to our economy and the jobs that flow from it? 

Mr. Bernanke. Well, from the Federal Reserve’s perspective, we 
have basically a two-pronged approach. One is to work with banks 
to work out commercial real estate projects which are no longer 
performing, in very much the same spirit as we have work-outs for 
residential mortgages that are not performing. There, as with resi- 
dential mortgages, there is an incentive to do that if the costs of 
foreclosure are sufficiently high. 

I think one slightly positive thing is that I don’t think that com- 
mercial real estate experienced quite the increase in prices or the 
bubble component that housing did, but nevertheless it is still 
under a lot of pressure. 

The second element of our program is the TALF, which now also 
will allow borrowing from the Treasury’s PPIF program also to 
come in and buy CMBS through the TALF. Whether Congress 
wants to take additional steps, you know, you could intervene with 
guarantees or other kinds of support that would have fiscal impli- 
cations. It would mean the Government was bearing risk. 

So I haven’t really seen a full-fledged proposal and I would be 
somewhat reluctant to strongly endorse one. I think really the Con- 
gress has to make those tradeoffs between the fiscal cost, the fiscal 
risk, and what is, I will agree, a very real risk on the side of fore- 
closures and problems in commercial real estate 

Senator Menendez. As I talk to this industry, Mr. Chairman, 
they tell me that at least presently, there isn’t — they seek the pri- 
vate marketplace. They are not really seeking the Government. But 
there isn’t a private marketplace, certainly not in a sustainable 
way, for what is coming down the road. 

And so the question is, do we wait again for the crisis to happen, 
or do we anticipate where it is headed and seek to stem it because 
otherwise we have significant risk to our economy. I am just won- 
dering, do you think that what you have today as tools is sufficient 
to meet that challenge in the days ahead or not? 

Mr. Bernanke. I think what we have, including the fact that 
some banks are now restructuring mortgages, will help, will be in 
the right direction. Whether it will be enough, I honestly can’t tell 
you. And again, I am not sure what interventions there are except 
those that would involve fiscal risk and fiscal cost to the Govern- 
ment, which may be appropriate. But I think it is Congress’s call 
on that one. 

Senator Menendez. Let me ask you finally, the most significant 
source of money for the Government’s economy recovery programs 
has actually not come from TARP but from the Federal Reserve 
using its powers to the tune of about $2.3 trillion. There are many 
who are concerned that this may lead to some significant inflation 



31 


in the coming few years. What is your view about the risk of some 
severe inflation and what are you doing to avoid it? 

Mr. Bernanke. Well, Senator, I wrote an op-ed in the Wall Street 
Journal yesterday and I discussed it somewhat in my testimony. 
We believe we have all the necessary tools to unwind our balance 
sheet, to reduce the bank reserves that are outstanding, and to 
raise interest rates at the appropriate time. We don’t think there 
will be a technical reason that we can’t raise interest rates and 
tighten monetary policy when the time comes to do that. 

Now, as Senator Banning pointed out, it is always very difficult 
to know exactly the right moment when that is because you have 
to balance off the risk of moving too soon and squelching a recovery 
versus moving too late and allowing some inflation to buildup. So 
that problem is still there and we will have to do our very best to 
make the right judgment. 

But in terms of having the tools to unwind our actions and to 
raise interest rates, we believe we are quite comfortable that we 
have the tools to do that. 

Senator Menendez. Thank you, Mr. Chairman. 

Senator Johnson. Senator Corker. 

Senator Corker. Thank you, Mr. Chairman, and Mr. Chairman, 
thank you for your testimony. 

I know there has been a lot of discussion about an audit, if you 
will, of the Fed. I hope that you will do everything you can to make 
sure the Fed maintains its independence. I realize it sounds like 
to me there may have been some agreement as to what might 
ought to take place as relates to an audit, but I can’t imagine a 
greater catastrophe for our country, for folks like us sitting up here 
or the administration to begin getting involved unduly in monetary 
policy. So I urge you to do everything you can to stay independent 
and hope that we will enable that to happen. 

I appreciate the message on CRE, commercial real estate. I do 
think we are creating a self-fulfilling policy out there. I know that 
you sent a message here today out to the Fed folks, but I think the 
functional regulators in many cases are creating a self-fulfilling 
prophecy and I think one of the things that could help would be 
for all of you to send that message out to regulators. I hope you 
will consider doing that. I know you said to Chairman Dodd that 
it is in the banks’ best interest to make those loans. I think that 
could help probably as much as anything we are doing. 

On consumer protection, the administration came up a couple of 
weeks ago talking about their proposal. I assume folks at the Fed 
were having to hold back some degree of humor. There was a dis- 
cussion about them designing products for the financial industry. 
I assume you, like many of us, believe that is pretty outrageous 
and I would love any comments you might have in that regard. 

Mr. Bernanke. Well, there is some economic analysis which sug- 
gests that there might be benefits in some cases of having a basic 
product available, so-called “vanilla” product. I think the design of 
that would have to be an industry decision, but 

Senator Corker. By the private sector. 

Mr. Bernanke. By the private sector. But we would have to be 
also careful to make sure that that didn’t eliminate or create a reg- 
ulatory danger in some sense to legitimate products that are not 
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the basic product but still have appropriate features that are good 
for some borrowers. So we don’t want to — we want to make sure 
that simple, straightforward products are available, but we don’t — 
on the other hand, we certainly don’t want to roll back all of the 
innovation in financial markets that has taken place over the past 
three decades or so. 

Senator Corker. A very tactful answer, but the fact is, you be- 
lieve that that should reside in the private sector and not be ad- 
ministered through the public sector? 

Mr. Bernanke. It should be in the private sector, but there is 
some scope for a basic black, if you will, and then the version with 
sequins on it. 

Senator Corker. Good. On the resolution authority piece, I know 
there has been some discussion, and you are going to be highly in- 
volved in that. Another piece the administration had come forth 
with out of Treasury was basically keeping TARP in place in per- 
petuity, giving the Treasury the ability when they decided to actu- 
ally invest taxpayer money in companies and also to draw a bright 
line around those companies that posed a systemic risk and in es- 
sence, in my view, sort of creating a more Freddie-Fannie-type 
view of some institutions that were over a certain size. I wonder 
if you might have any comments about that. 

We have watched what the FDIC has proposed, which actually 
would unwind companies that fail. I think you made testimony ear- 
lier — I know you did, I read it — that says that you believe that is 
the best route to go and I wonder if you might have any comments 
for those of us who are going to be working on regulation. 

Mr. Bernanke. Yes. I think too big to fail is an enormous prob- 
lem. We were forced to rescue some companies because the altera- 
tive was worse and we didn’t have good tools. But I think it is ab- 
solutely essential that we have a good system for winding down 
failing systemically critical firms, and I would include in that, first, 
the provision that creditors of a systemically critical firm would 
presumptively lose money so that the firm would no longer be too 
big to fail in that respect and that the firm could be either wound 
down or broken up or sold off or put into a bridge or whatever 
mechanism is appropriate. 

And second, I do think you need some flexibility for the resolving 
agency to borrow from the Treasury for a time, the same way the 
FDIC can do, in case there are some costs up front to resolving the 
company. But ultimately, I would argue that most or all of the 
costs ought to be borne by the financial industry. 

Senator Corker. And so the notion of Treasury having the abil- 
ity just to prop them up and actually cause them to be going enti- 
ties again is not one that is good for our market system? 

Mr. Bernanke. No, and I don’t really think that is — that is not 
my interpretation of the Treasury’s proposal. I think that the idea 
would be to have something analogous to the current FDIC laws 
which allows the FDIC to intervene before the actual failure, seize 
the company, sell off assets and so on in order to avoid a costly 
bankruptcy. 

Senator Corker. Back to the independence issue. I know there 
has been discussion about the Fed being the systemic regulator, 
and I guess one of my major concerns is you have received criticism 
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here today about activities that have taken place. I find it difficult 
to believe that anybody, even as intelligent as you are, can actually 
look out and see what all systemic risks are, and I see that as not 
possible. I mean, there are going to be other failures down the 
road, I think we know that, regardless of what we do. That is the 
way the market works. 

I guess I have a fear that if you become, or if the Fed becomes 
a systemic regulator and you miss it and you are, it is going to 
happen again, we all know that, that that will create an oppor- 
tunity for even further attacks, if you will, on your independence, 
and I wonder how you might respond to that. 

Mr. Bernanke. It is a good point. Senator. I would note that, 
just taking the administration plan as reference, that plan does not 
propose to make the Federal Reserve into a sort of super-regulator 
with capacity to move all over the system and to take whatever ac- 
tion it wants. In fact, it is a multipart plan that includes a council, 
as you know, which would include eight different regulators that 
would be mostly responsible for looking for emerging risks. It in- 
cludes the resolution regime, which would be the Treasury, the 
FDIC, and not the Fed. 

So the Fed’s specific role, which would be much more delimited 
than being the overall regulator in that particular proposal, would 
be to be the holding company supervisor of the systemically critical 
firms, the Tier 1 firms, which would be identified through some 
combination of the Fed and the Oversight Risk Council. So our par- 
ticular role in that plan would be not radically different from our 
current role, which is to be the umbrella supervisor of large bank 
and financial holding companies. 

So we would not be given just a broad remit to find any risk that 
emerges. We would have a very specific role, which is to supervise 
and look at the systemic implications of a specific set of companies, 
and therefore I think our vulnerability would be much more limited 
than what you are describing. 

Senator Corker. Thank you, Mr. Chairman. I know my time is 
up and we have a vote coming, so I won’t extend over like I some- 
times do. Mr. Chairman, thank you for holding this hearing. 

Chairman Dodd [presiding]. Thank you. Senator Corker, very 
much. 

Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and thank you. 
Chairman Bernanke, for being here and enduring such a long line 
of questioning. 

I have got a lot to ask, but I will try to move quickly. I want to 
follow up on my colleague. Senator Corker’s, comments. I share his 
concern that as we move toward resolution going forward, that the 
goal of resolution should be allowing large institutions to fail, not 
simply be propped up. 

I do have concerns that what the administration has proposed 
would still in effect have the failed institution not bear the burden 
of the resolution since they would in effect still be going to the Fed 
or the others as a lender of last resort to get to a period, and then 
you would have a post-resolution assessment. I would rather see 
that assessment more up front for those extra-large institutions. 



34 


One of the questions that I have been struggling with, as well, 
is when we have had the Secretary in and a number of us have 
asked concerns about particularly AIG and the requirement to con- 
tinue to pay off counterparties at 100 cents on the dollar. I just 
wonder whether you have any thoughts on them, some of the bank- 
ruptcy provisions that have elevated counterparties higher in the 
capital structure in terms of a bankruptcy, and those changes hav- 
ing been fairly recently, whether those ought to be resisted, the 
bankruptcy priorities, on a going forward basis. 

Mr. Bernanke. Well, the problem with AIG wasn’t the bank- 
ruptcy law per se but the fact that we couldn’t go — that a company 
couldn’t — that we couldn’t allow the company to go bankrupt be- 
cause of the broad implications for the markets, and given that, we 
had to honor all of the existing contracts that the company had. 

Under the resolution authority, we would have an alternative to 
bailouts and bankruptcy. I mean, right now, we have bankruptcy 
and chaos or we have bailouts and neither of those are satisfactory 
solutions. A good resolution authority would avoid the chaos but 
would allow both creditors and counterparties and others to take 
losses, you know, in a controlled way under perhaps preidentified 
sets of seniorities, as identified by the law 

Senator Warner. Then we would have to take on the issue right 
now. We have got these exemptions for the repo provisions that al- 
lowed the counterparties to have precedence over the senior credi- 
tors — 

Mr. Bernanke. Yes. Those are useful because for very short-term 
derivative and other positions, the netting provisions that allow 
you to deal with those before the whole bankruptcy process takes 
place, I think is actually constructive given our existing bankruptcy 
law. But this would intervene prior to the standard bankruptcy and 
would allow the Government to intervene and to unwind all dif- 
ferent kinds of transactions. That would be an appropriate time to 
think about how you would deal with these short-term derivative 
positions and other types of obligations going forward. 

Senator Warner. I differ from the administration and perhaps 
your views in terms of where the responsibility ought to be on sys- 
temic risk oversight. I believe an independent council with an inde- 
pendent chair, including obviously on that council the Fed. But re- 
gardless of where the policy makers end up, in the interim period, 
are you comfortable, whether it is as Senator Menendez mentioned 
in terms of kind of getting ahead of the — potentially getting ahead 
on the CMBS issue, are you comfortable that the Fed is the de 
facto systemic risk overseer at this point? Is aggregating enough in- 
formation upstream from all the day-to-day prudential regulators, 
not just on the banking side but from securities, commodities, and 
others, that this aggregation of information is taking place? 

Mr. Bernanke. No, we are not being the super-regulator at all. 
I mean, we are trying to do a couple of things. One is within our 
scope, which is the bank and financial holding companies, we are 
taking steps to take a more macroprudential approach. That is, in- 
stead of looking at each firm individually, we have taken a number 
of steps to take into account the systemic implications of the failure 
of one of these firms. And so we have been doing that and we have 
basically tried to strengthen our oversight of those firms. 
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By the way, the stress test is an example of an analysis of 19 
firms simultaneously to see what the risks were across the system. 
So we have been doing that, and we have been looking at the pay- 
ments and settlements areas where we have responsibilities, credit 
default swaps, things of that sort. But in taking a holistic view of 
the whole system, we don’t have the resources or the authority to 
do that, though of course in general terms we obviously are watch- 
ing the economy, but not in that kind of detail. 

Senator Warner. So a nonfinancial institution that might be 
posing systemic risk could still be — the next disaster could still be 
looming, and at this point, because we have not taken action in the 
interim, there is no one trying to get ahead of that or seeing 

Mr. Bernanke. Yes, we are not aware of any 

Senator Warner. Before the next AIG comes down 

Mr. Bernanke. We are not aware of any such situation, but it 
is true, if there were something that was outside of our pur- 
view — 

Senator Warner. Let me go back to something the Chairman 
raised, and Senator Schumer and Senator Martinez raised. I do 
fear that one of the casualties of this crisis may be small business 
lending, not just in the short term but over a longer period of time, 
and not just for particularly already performing firms, but I used 
to be in a startup business, and while I think venture and early 
stage capital will reemerge, interim financing, startup capital for 
smaller businesses. I would echo what Senator Schumer said. I 
would hope that we could see some actual numbers in terms of 
take-up rates of TALF for small business. I know the Treasury is 
taking some actions with SBA, although that has always had some 
mixed results. 

I just wonder from a general comment whether — I know you 
don’t like to give policy advice, but as we think about trying to get 
the financial system back in place, obviously large cap financial 
markets has kind of reopened, but I could see the small business 
area being really stymied for a long, long time and the startup 
business also being stymied for a long time. Comments? Sugges- 
tions? 

Mr. Bernanke. Well, one comment is that one of the main 
sources of small business financing is smaller banks, community 
banks which have closer relationships, more information, more 
local information. And to the extent that they remain strong, and 
some of them are under a lot of pressure for various reasons, but 
many of them remain strong and they in some cases have been 
able to step in where the national banks have had to pull back. 
That is one slightly encouraging direction and that suggests that 
we should continue to support community banking, which plays a 
very important role in supporting small business. 

You Imow, beyond that, I think we just need to get the banking 
system working as well as possible again. I think there are even 
large banks that view small business as an important profit center 
and will continue to lend there. But clearly, in a downturn like 
this, small business, which already has a pretty high mortality 
rate, is even a riskier proposition, and so it does pose a tremendous 
problem right now. 
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Senator Warner. My time has expired, but Mr. Chairman, I 
know we have got a lot on the docket, but I would love to have the 
Committee perhaps take a hearing or some examination of what we 
as the Congress could do to look at the state of lending in small 
business and startup businesses, and not just existing small busi- 
nesses but how we get that next step of innovation, because that 
financing market has disappeared. I have a lot of folks in that spec- 
trum who say they don’t see any signs of it returning, that it is ba- 
sically totally broken. So I would love to have your thoughts on 
that. 

Chairman Dodd. That is a good point. We should. I think the 
point you make, it is the startup. It is also that mezzanine level 
which can be really difficult. You are right at that point of kind of 
going in one or two directions and the idea of being able to have 
someone sustaining that effort for you during those critical periods. 
That has been a great source of not only job creation, but tremen- 
dous innovation in the country in so many areas. 

So I think it is very worthwhile, because it is something, as I 
mentioned earlier, all of us hear about it every single day. We 
grapple with it every day, and we don’t have very good answers yet 
on this and we should. So it is a very good suggestion. Thank you. 
Senator Warner. 

Senator Vitter. 

Senator Vitter. Thank you, Mr. Chairman, and thank you. 
Chairman Bernanke, for your work. 

I have questions in two areas. The first is the proposed Con- 
sumer Financial Protection Agency. Do you think it is a good idea 
to have a very powerful consumer issues-driven regulator struc- 
turally divorced from safety and soundness regulation? 

Mr. Bernanke. I understand the motivation. I understand why 
people are concerned that the Fed and others have not been suffi- 
ciently active on this and they think that maybe having a separate 
agency would be more committed to these issues. I do think, 
though, that there are some costs to splitting consumer compliance 
regulation from safety and soundness regulation. It means banks 
have to go through two separate sets of examinations. It means 
there are certain areas, like underwriting and others, that bear on 
both safety and soundness and on consumer protection which are 
not being jointly considered. And it may mean that there is not suf- 
ficient feedback from what is going on in the banks to the rule 
writers at the agency. So I think there are some costs there. 

I understand the motivation of those who would like to have such 
an agency, and I am not here to criticize that, but your particular 
point about some cost about splitting the safety and soundness and 
the consumer compliance, I think there is some validity to that. 

Senator Vitter. Well, my concern is when you look at the recent 
crisis, some of the causes — not all, I mean, we can point to a lot 
of different things — but some of the causes at Fannie Mae, Freddie 
Mac, in mandates like the Consumer Reinvestment Act, are con- 
sumer-driven, politically driven mandates that essentially got 
ahead of safety and soundness, in my opinion, promoting subprime 
lending, et cetera, beyond reasonable safety and soundness guide- 
lines. 
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Aren’t we at risk of broadening and institutionalizing that dan- 
ger by having this very powerful separate consumer issues regu- 
lator again structurally divorced from safety and soundness? 

Mr. Bernanke. It would depend whether the agency was in- 
volved in promulgating — actively promulgating proactively actions 
that the banks should take in terms of the kind of lending they 
should do and so on. If it is promoting certain kinds of lending, 
then it does raise the risk that that lending might not he safe and 
sound. If it is mostly involved in putting limits on the types of 
products that can he offered and so on, that could also have impli- 
cations for bank profitability, but it doesn’t have the same implica- 
tions of what you are talking about, which is lending which is not 
safe and sound. 

Senator Vitter. Although bank profitability goes to safety and 
soundness, too. 

Mr. Bernanke. That is true, but we want the profits to be made 
with good products. So that is important. 

Senator Vitter. And Mr. Chairman, my second area of concern 
is this effort which I support for fuller audits of the Fed. I certainly 
strongly support Fed independence for monetary policy. I am also 
a coauthor of the Senate bill for broader audits. 

I have read your statements against that and specifically one of 
them, quote, “If we were to raise interest rates at a meeting and 
someone in the Congress didn’t like that and said, I want the GAO 
to audit that decision, wouldn’t that be viewed as an interference?” 
close quote. I think that is exaggerated, but what if we mandated 
these broad audits on a regular time interval, not at the direction 
of Members of Congress with a specific request? Wouldn’t that take 
care of that concern? Every 2 years, every — you know, whatever 
the reasonable time interval is. 

Mr. Bernanke. I would like to discuss it further with you. Sen- 
ator, but we are having right now a semiannual hearing on mone- 
tary policy where I am here to answer your questions about mone- 
tary policy. And we provide a statement, we provide minutes, and 
we eventually provide transcripts. So I do not think there is an 
issue of what is the process, what is going on in the FOMC’s meet- 
ing. I think the question is, you know, were the policies good 
choices or not, and I am a little concerned about the GAO having 
its set of experts coming in and saying, no, we think that was the 
wrong choice, and Congress, you know, therefore, essentially sec- 
ond-guessing the Fed’s decisions. 

But, again, this is a very — I am here to be accountable, and I 
want to — if you have questions about monetary policy, I am here 
to explain and respond to you. 

Senator Vitter. Well, again, let me suggest that this sort of 
fuller audit, particularly if it is at regularly scheduled intervals, 
not as a specific response to a member request, seems to me is ex- 
actly the sort of thing in a less detailed basis we are doing now. 
How is it fundamentally different? 

Mr. Bernanke. Well, the GAO audits really involve an assess- 
ment of the policy itself and the decision process. So it presumably 
would involve collecting all the materials that we had in our meet- 
ing. It would involve interviews of the participants. It would in- 
volve depositions from outside experts and so on. It just seems to 
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me that that is more intervention than is consistent with the prac- 
tice around the world that central banks operate on monetary pol- 
icy independently of congressional oversight — not of oversight, but 
of congressional intervention. 

Let me respond. One thing of concern I know you have is the 
Fed’s balance sheet, the lending we have done, the various unusual 
actions we have taken, and there I think we have common ground. 
I think the Congress and the public ought to have comfort and con- 
fidence that all the operations that we run, all the lending we are 
doing, all those things are done at the highest standard of quality 
with appropriate controls, appropriate attention to collateral and to 
the taxpayers’ interest. And on those sorts of things, I think we 
agree that that needs to be done in a way that Congress can be 
satisfied. 

I am just concerned about what might look like an attempt on 
Congress’ part to, even if indirectly, try to send a message, if you 
will, to the FOMC to take a different action than it thinks is in the 
long-run interest of the economy. 

Senator Vitter. Well, again, I think that is really exaggerated. 
I think that possible danger would be even further mitigated if 
these broader audits are regularly scheduled not at a specific re- 
quest. And, quite frankly, I think that would pale in comparison to 
possibly perceived intervention than the fact that we call you, you 
know, sometimes with specific actions in mind to come up here and 
testify before us. 

The President can certainly request meetings with you, which I 
assume you would have, even in the context of his being able to 
reappoint the Chairman or not reappoint the Chairman. And it 
seems to me in all of those context, regularly scheduled audits are 
nothing more significant in terms of any danger of interference. 

Thank you. 

Mr. Bernanke. Thank you. 

Senator Reed [presiding]. Thank you. Senator Vitter. 

Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair, and thank 
you for your testimony. Chair Bernanke. 

In your testimony, you noted that you are going to be announcing 
new rules on the compensation of mortgage originators. Are you in- 
tended to emphasize disclosure on yield spread premiums, or are 
you going to ban the practice? 

Mr. Bernanke. We are going to ban the practice of tying the 
compensation to the type of mortgage, to having prepayment pen- 
alties, for example. 

Senator Merkley. So in this situation, a broker would get the 
same compensation if they are doing a plain vanilla 30-year, fixed- 
rate mortgage as they would if they were doing something that pro- 
vided very high interest rates? 

Mr. Bernanke. We will be providing all the details in our meet- 
ing tomorrow, but the purpose of the regulation would be exactly 
what you are saying, to provide no incentive to brokers to steer 
borrowers into inappropriate, high-cost mortgages. 

Senator Merkley. I look forward to seeing the details, but if that 
is accomplished, that is very important consumer reform. 
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There are basically four missions that are being discussed in this 
conversation for the Federal Reserve: the monetary mission; the 
prudential, or safety and soundness, mission; consumer protection; 
and consumer risk evaluation. Can you envision circumstances in 
which these missions are really in conflict with each other? There 
are certainly times that they would not be in conflict, but are you 
aware of circumstances when they would be in conflict? 

Mr. Bernanke. I do not think so. I think they are much more 
likely to be complementary. For example, our prudential work in 
banks and our monetary policy work involves a great deal of infor- 
mation about financial institutions and markets, as does our con- 
sumer protection work, and all that feeds into the systemic risk 
work. So I think in terms of operational activities, the kinds of peo- 
ple we would have, the expertise we would have, I think they are 
mostly complementary. And I think they are complementary in a 
policy perspective as well. 

For example, I think you need to have good prudential super- 
vision and good consumer protection to have good systemic sta- 
bility. I think you have to have good systemic stability in order to 
have full employment and price stability, which is the objective of 
monetary policy. 

So I think, in general, they tend to be complementary. I do not 
see any serious conflicts of interest or inconsistencies between 
those mandates. 

Senator Merkley. Well, frankly, your response frightens me be- 
cause I think there are occasions that they are in conflict, at least 
the pressures of the players within the system. You may have prac- 
tices that are quite profitable for the banking system that a person 
looking at it from a consumer protection point of view might say 
that disclosure really is not complete or fairness is not complete. 
Indeed, some of the many things that we have been addressing re- 
cently in regard to the compensation of how mortgages are issued, 
prepayment penalties, the way loans are packaged and resold, the 
way they are rated within the system — all of these things may be 
profitable in ways that strengthen the banks but weaken the posi- 
tion of consumers. And I think at least to be able to carry out these 
missions simultaneously, one has to be conscious and aware of the 
inherent conflicts that arise and have a plan for how one addresses 
those. 

Mr. Bernanke. I do not think — safety and soundness does mean 
maximum profitability. I do not think it is good for banks to engage 
in dubious practices. Eventually, it hurts them reputationally. They 
become subject to suits. So, you know, I would say that banks 
ought to make their money the honest way — by providing good 
products. I do not see any incentive to rip off consumers in order 
to provide profits to banks. To the contrary, I think we want to 
have good products for consumers and good healthy business for 
the banks to allow them to be safe and sound. 

Senator Merkley. Well, I wish your vision had been fully in 
place 10 years ago, and we would not have much of the mess that 
we have now. I will tell you that on every consumer issue I have 
worked on, the complaint has been that it would undermine the 
success of our financial institutions. And so I think it is an inher- 
ent tension that one has to wrestle with. 
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I am told there are just a few minutes left on the vote, so I will 
he very quick on my final question. That is, do you envision a point 
in the near future, if Congress was to adopt the plans related to 
the “too big to fail” issue — and by plans, I mean higher capital re- 
quirements or the ability to unwind nonbank financial institutions, 
the main ideas that are on the table. Do you envision a point where 
you would be able to give a speech and say, “As of today, no finan- 
cial institution in America, bank or nonbank, should count on being 
bailed out because we will not support that”? 

Mr. Bernanke. I would go further and say if you had the sys- 
temic risk resolution authority, that the Fed’s ability to lend to a 
failing systemic institution ought to be curtailed so that it could be 
invoked only at the request of the resolution authority as a support 
of their operation. So I would make our interventions of the sort 
we did with AIG, I would make them illegal. 

Senator Merkley. Well, I appreciate the fact that you could en- 
vision even going beyond the strength of the statement I was lay- 
ing out, because we have got to address successfully this issue of 
moral hazard, or we are perpetually in a cycle that does not serve 
our financial system or our citizens. And so I will look forward to 
being in attendance when that speech occurs, and I thank you very 
much for your testimony. 

Mr. Bernanke. Thank you. 

Senator Reed. Thank you. Senator Merkley. 

Senator Akaka. 

Senator Akaka. Thank you very much, Mr. Chairman. 

Chairman Bernanke, welcome to the Committee. It is always 
good to be in touch with you. We share a firm commitment to em- 
powering our citizens through financial literacy to build stronger 
families, businesses, and communities. I greatly appreciated your 
efforts and that of your talented and dedicated staff on this issue. 

As we know, too many working families were steered into mort- 
gages that they could not afford or effectively understand the po- 
tential risks associated with mortgage products. Now some poten- 
tial homeowners cannot obtain mortgages or meet substantial 
downpayment requirements, especially in States such as Hawaii 
with high housing costs. 

What must be done? What must be done to ensure that working 
families are better prepared to purchase a home, select an appro- 
priate mortgage, and remain in their house when challenged with 
financial hardships? 

Mr. Bernanke. Well, Senator, as you say, you and I agree very 
much on the importance of financial literacy. We have talked about 
this in the past, and I think if there was ever any doubt about the 
importance of financial literacy, the past 2 years and the problems 
we have seen would dispel those doubts. 

As you know, the Federal Reserve is very actively engaged in 
this on a number of fronts, both at the Board level and also at our 
various reserve banks around the country. We have partnerships 
with a large number of nonprofit organizations, schools and others, 
to provide financial literacy materials and to try to learn about 
what works and what does not work. 

We have found that teaching financial literacy is difficult. We 
have not been as successful — we, the collective community, have 
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not been as successful at teaching financial literacy in schools as 
we would like, and I think in part because students do not nec- 
essarily see the immediate relevance of mortgages and things of 
that sort to their own lives. 

What we have seen, I think, is that people who are close to mak- 
ing an important decision to take out a mortgage or to buy a car 
or other important decisions are at that point very motivated, and 
counseling has turned out to be very helpful. And so I have been 
very supportive of counselors to help people make better financial 
decisions. 

I think also there is some room for partnership in that parents 
and kids together can learn. The parents who are motivated and 
who understand the financial challenges they face working with 
kids, mayhe in programs after school, those sorts of things, may be 
helpful. 

So there are a lot of ideas out there, and the Fed is working on 
many of them. We do not have a magic bullet yet, but I certainly, 
again, applaud your support of financial literacy and financial edu- 
cation. The more people can understand about these things, the 
less risk we run of, you know, problems down the road because peo- 
ple just, you know, made bad choices. 

Senator Akaka. Chairman Bernanke, as you know, due to the 
outstanding efforts of the Chairman, other Members of the Com- 
mittee and the administration, we enacted landmark credit card re- 
form legislation. I am proud that the law includes provisions for my 
Credit Card Minimum Payment Warning Act, which will provide 
consumers with detailed personalized information on their billing 
statements and access to reputable credit counseling services. 

What will be done to ensure that credit card minimum payment 
warning provisions be implemented in the manner that will be 
most helpful to consumers? Also, are there additional key personal- 
ized disclosures pertaining to other financial services products that 
would enable consumers to make better informed choices? 

Mr. Bernanke. Well, you have put your finger on minimum pay- 
ment as being an important issue for consumers to understand 
when they manage their own credit cards. We, of course, are writ- 
ing the rules for this legislation, and as you know, we have pio- 
neered the use of consumer testing as a way of making sure that 
disclosures are effective and understandable. And, in particular, we 
have found ways of presenting the minimum payment information 
on the periodic statement that we found through the consumer 
testing is effective. And so we are using that very actively. 

I would mention also that the Fed has some online resources, in- 
cluding a payments calculator that allows consumers to go and ask, 
you know, “If I pay just the minimum payment and this is my bal- 
ance and this is my interest rate, how many years will it take me 
to pay off my consumer credit card debt?” So we are trying to be 
very responsive on that issue. 

I also agree that in providing disclosures to consumers, it is im- 
portant to have transaction-specific information. They can see their 
own payment, their own loan, as opposed to some kind of generic 
example. And so we have been working on — we will be releasing to- 
morrow new disclosures for mortgages and for home equity lines of 
credit, which require an earlier presentation of information to con- 
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sumers that includes information specific to their particular mort- 
gage, so information about their payments, about their principal 
and so on. And we are using the same principle as we look at stu- 
dent loans and some other areas where we are working on pro- 
viding new disclosures. 

So, again, going back to my earlier comment about counseling, 
when people see their own numbers, their own transaction, it is 
much more salient to them, and they are much more willing to pay 
attention. And we hope that by making these disclosures more indi- 
vidual specific, we will make them much more useful to consumers. 

Senator Akaka. Thank you. Let me ask, finally, even in these 
difficult financial times, many of my constituents continue to pay 
excessive amounts for remittances — remittances when they send a 
portion of their hard-earned wages to relatives abroad. What must 
be done to better inform consumers about lower-cost remittances? 
And how can remittances be used to increase access to mainstream 
financial institutions? 

Mr. Bernanke. Well, the Federal Reserve has been interested in 
this area as well. We have a program that allows for the low-cost 
sending of remittances. I think the Federal Reserve Bank of At- 
lanta, working with the Mexican central bank, has developed some 
low-cost methods. I think this is an area where many mainstream 
institutions — ^banks and credit unions and the like — can provide 
cheaper, quicker services to minority communities. And this is an 
entree, this is a way to get a higher rate of participation by minori- 
ties in the mainstream banking system. 

Since I have talked about this for a number of years, we have 
seen credit unions in particular, but also banks and others, offer 
new remittance services which gives them an opportunity to attract 
minority customers into their other services as well. So I think that 
is a positive development. 

Senator Akaka. Well, thank you. Again, I want to express my ap- 
preciation to your talented and dedicated staff as well as your work 
in this area. 

Mr. Bernanke. Thank you. 

Senator Akaka. Thank you, Mr. Chairman. 

Senator Reed. Thank you. Senator Akaka. 

Senator Hutchison has just arrived, and if she is prepared, she 
will be recognized. Senator Hutchison, are you ready? 

Senator Hutchison. Thank you, Mr. Chairman. 

Thank you, Mr. Chairman Bernanke. I wanted to focus again on 
the health care issue that we are certainly grappling with right 
now. And, of course, the cost estimates are all over the lot. CBO 
says there is no way this is going to lower the cost to Government. 
And what we are concerned about, of course, is that the Govern- 
ment plan then attracts more and more from the private sector 
plans. 

I just wanted to ask you how you would assess another big Gov- 
ernment health care program, in addition to Medicare and Med- 
icaid that are already causing great concern for the future entitle- 
ments that will be required; what you think that does to debt; and 
is it the right approach right now considering our economy; and let 
me just add, the disincentive to employers to hire people, which is 
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something that we are trying to do the reverse of right now when 
we have this high unemployment rate. 

Just give me your view of whether we should he looking at some- 
thing different. Is there a problem here that you see on the horizon 
looking at the big picture and the long term? 

Mr. Bernanke. Thank you. There are certainly a number of 
issues that health care reform is intended to address, like access, 
like quality, and so on. As I mentioned to a couple of your col- 
leagues, though, I think that from a broad economic point of view, 
an extraordinarily important one is the cost. Medical costs have 
been rising more quickly than the GDP for a long time now, and 
even under existing arrangements, with Medicare and Medicaid 
and so on, estimates are that we will in a few decades be spending 
a very big part of the Federal budget just to cover those programs. 

And so while I think there are lots of reasons to look at our med- 
ical system and try to find better ways to deliver health care to 
more Americans, I would urge Congress to pay a lot of attention 
to finding ways to bend the curve or to reduce the cost, particularly 
if the Federal Government is going to have a bigger share, because 
then the fiscal challenge becomes even greater. 

So if I could just propose that there be a lot of attention paid to 
how the program, however you look at it, however you choose to 
design it, find ways, either through consumer choice, through Gov- 
ernment choice, however it is designed, to try to limit the so- 
called — to limit this ongoing increase that will really challenge our 
fiscal stability over a long period of time. 

Senator Hutchison. Does it concern you that CBO recently came 
out and said that it would, in fact, raise the curve, not lower it or 
bend it? 

Mr. Bernanke. Well, I have not looked at that in detail, and I 
do not have any specific comments on the CBO’s analysis. But, 
again, to reiterate, I think we should make an important part of 
whatever health care reform we do close attention to the implica- 
tions not only for the fiscal expenditure but also for the fact — also 
for the private sector, because the cost of health care affects busi- 
nesses and households, you know, even outside the Government’s 
budget. So addressing that cost issue I think really needs to be a 
central part of the discussion. 

Senator Hutchison. One of the things that has been brought out 
is the Medicaid mandate and the cost to the States, and in my 
home State of Texas, it is estimated that it would add $3 billion 
a year to the State budget. And, of course, that is also a great con- 
cern and it is being raised in all of the States with that kind of 
mandate on top of the struggling State budgets because revenue is 
down. Do you see that the mandate on Medicaid also is an issue 
that is going to affect the economy in the long term and the big 
picture? 

Mr. Bernanke. Well, I understand the motivation and objective 
of trying to cover more people and to help people who are not al- 
ready covered by insurance. Not to sound like a broken record, but, 
once again, the cost is the issue. And if Government is going to add 
these costs, they need to think about where else they can cut, 
where else they can raise revenue, because we need to have fiscal 
stability, fiscal sustainability going forward. 
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So as a broad measure, we need to think about how our Govern- 
ment’s fiscal picture will look, you know, not just this year but 5 
years from now, 10 years from now, and make sure that, however 
we choose to structure our health care programs, we have a sus- 
tainable fiscal outlook. 

Senator Hutchison. Well, thank you. I think that one thing we 
are trying to do is just slow this down enough that we can find the 
information and have the best facts that we can, and setting an ar- 
bitrary August deadline seems to many of us to be very unwise be- 
cause so much could happen that would be irreversible if we really 
do change our health care system to this extent with the cost and 
in a hard economic time anyway. And many of us are concerned as 
well that employers are going to be encouraged to just drop health 
care coverage, pay the fine, and let people go into the public sys- 
tem, which then becomes a bigger burden on the Government but 
also the beginning of rationed health care in many views. 

So I thank you for saying that we ought to be very careful before 
we do add more entitlements to our health care system, and I hope 
you will work with us as we are able to get more and more infor- 
mation about the real long-term consequences. 

Thank you. 

Senator Akaka [presiding]. Thank you. Senator. 

We will now call on Senator Bayh for his questions. 

Senator Bayh. Thank you for being with us today, Mr. Chair- 
man. I would like to follow up on Senator Hutchison’s question. I 
realize that you have not had a chance to review the 0MB analysis 
of some of the different proposals that have come up here, but just 
let me ask you in general: If we enacted a health care reform pro- 
posal that did not bend the curve, that would not really meet the 
long-term fiscal challenges that we are facing, in your opinion, 
would it? 

Mr. Bernanke. If it did not, it would not. If it did not address 
the cost issue, it would not meet the challenges. 

Senator Bayh. So, in some ways, the test that is being applied 
around here, they are looking at health care in isolation rather 
than as a part of the broader fiscal picture. My concern is that the 
long-term fiscal policies that we are on now are unsustainable. I 
know you are concerned about the increasing debt of more than 2 
percent per year. Some people would say it really cannot increase 
more than the annual rate of GDP growth. 

If you look at this 5-year budget and the likely 5 years after that, 
in no year will the growth of the debt be really below 3 and in 
many years it will be substantially beyond that. So as you know, 
it takes on a multiplier effect. And if we do not come to grips with 
this, it really is going to get away from us. 

So if all we did was even pass a health care bill that was deficit 
neutral, did not make things worse but did not make it better fis- 
cally over the next 10 years, that really does not get to the heart 
of the problem either, does it? 

Mr. Bernanke. That is correct. 

Senator Bayh. So, in some ways, I think the standard we are 
holding ourselves to from a fiscal point of view is inadequate. And 
when at least the initial analysis of a couple of proposals suggested 
it might actually exacerbate the situation, well, that is a matter of 
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some concern. I know the President cares about that, too, and now 
they are looking at things that really can bend the curve, hopefully 
because it is just not sustainable, the financial path that we are 
on. 

Let me ask you about the revenue side of this. You have been 
an observer of the elected branches of Government for a fair 
amount of time, as have I. The path of least resistance here is to 
claim savings in some sort of out-years that may never materialize 
or to pretend to impose cost reductions that the Congress never has 
the backbone to actually enforce. 

There are about 18 different things that were proposed to bend 
to curve; 16 of them have been included, but they are largely pilots 
or small demonstration projects. They do not really get up to scale 
over the next 10 years in a way that is going to make a material 
impact on the deficits. 

If you were sitting where we are sitting, how do we — and the 
0MB is reluctant to score these things because they are just so 
amorphous and so long term it almost — it defies, you know, reliable 
analysis. 

What do you do if you are a policy maker in a case like that? 

Mr. Bernanke. Well, you first judge to see if you have ap- 
proaches which you think are sufficiently well documented that you 
think they would be reliable, and if so, you can score them. If not, 
you might put in triggers of various kinds and say, you know, we 
will limit the growth unless we show that we can reduce cost per 
person and by so much percent. So there might be ways to tie the 
expansion of the program to the success of cost-saving measures. 

Senator Bayh. Well, that certainly would be a good thing. You 
know, again, the difficulty is that some of these things have been — 
some companies have implemented some of them, and they have 
worked in sort of a microlevel. But they have never been done at 
scale so that they are not included in the proposal at scale. So the 
0MB says. Look, intuitively it makes some sense, but if you are 
asking us to put our reputation on the line with the hard score, 
just cannot do it. And as you know, it is difficult to estimate things 
a year or two in advance, let alone ten. So a lot of this is just edu- 
cated guesswork, and that is — well, it is a difficult platform upon 
which to build long-term fiscal policy, and so that is one of the 
things that we are struggling with now. 

One of the proposals that has been suggested was to take — and, 
you know, here, as you are aware, there was some time ago an 
agreement made to reduce Medicare reimbursements for physi- 
cians. We always waive it every year. And so now there are further 
savings in a variety programs that have been pledged as a part of 
this program. One has to look with some skepticism about whether 
we will actually enforce them. So to kind of take the politics out 
of it, to maximize the chances that the savings will actually be 
achieved, there is a proposal to create an independent commission 
outside of Congress to set Medicare reimbursement rates. 

Do you have an opinion about that from a fiscal policy stand- 
point? 

Mr. Bernanke. Well, I think that is ultimately up to Congress, 
but you have seen examples like Base Closing Commissions, things 
of that sort, which have tried to make a technical decision and then 
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Congress has had to vote it up or down. So mayhe something like 
that would be promising. 

I guess I would note that things like reducing compensation to 
doctors can give you one-off savings, but you have also got to deal 
with just this ongoing growth rate, and that ties into the structure 
of our health care delivery system. So the question you have to ad- 
dress is, are we, for example, over using technology? 

Senator Bayh. We need systemic reform, not just one-off savings. 

Mr. Bernanke. That is right. That is right. 

Senator Bayh. We may have some of both. But you are right. In 
the long run, the rifle shots won’t get this done. 

I am having some cognitive dissonance. Chairman. One of the 
things in the stimulus package we enacted was some reduction in 
payroll taxes for most Americans to try and put some money in 
their pocket to buck up consumption. One of the proposals that is 
out there dealing with the employer mandate arena is to require 
employers below a certain size, or above a certain size that don’t 
participate to pay up to 8 percent higher payroll taxes as their con- 
tribution to health care. How do we reconcile these two things? We 
would be cutting payroll taxes on the one hand to stimulate the 
economy, but possibly then raising them up to 8 percent on small 
and medium-sized businesses that don’t contribute to health care 
on the other. Do you have a reaction to that? 

Mr. Bernanke. Well, in the short run, raising taxes in a reces- 
sion will tend to weaken the economy, so there is no inconsistency 
there. I think the issue is if you are going to have additional cov- 
erage, how are you going to finance that, and I assume that this 
proposal would be a way of financing that in the longer term. This 
is more of a long-term proposition. In terms of the economy, maybe 
if you are doing that, you might want to consider phasing it in 
slowly so that it doesn’t have an immediate impact on the profit- 
ability of small business or on the demand of consumers. 

Senator Bayh. That is true. It is a short-term, long-term phe- 
nomena. But as you know, businesses tend to make investment de- 
cisions and even hiring decisions with an eye toward the inter- 
mediate term and even the longer term, not just 

Mr. Bernanke. That is true. 

Senator Bayh. the circumstances that they face today. So in 

some senses, we are trying to accomplish a humanitarian thing 
here, which is right, and make systemic reform, but reconcile that 
with the budget situation that we face and the need to not add bur- 
dens to the economy at a time when, as you pointed out in your 
testimony, it is burdened enough. 

I just want to conclude by thanking you. I really appreciate your 
emphasis on the importance of fiscal policy. Your comments today 
reflected your op-ed piece in the Wall Street Journal. The hardest 
decision in this town over the next couple of years is going to be 
how do you go about altering the very accommodative policies that 
we are now pursuing, both monetarily and fiscally. It is going to 
take the wisdom of Solomon. I wish you the best with that, but I 
think we have got a good man in a position to do that. 

Mr. Bernanke. Thank you. 

Senator Bayh. So I appreciate your appearance here today. 

Senator Akaka. Thank you. Senator Bayh. 
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Senator Bennet. 

Senator Bennet. Thank you. Thank you, Mr. Chairman. Thanks 
for hanging in there. And I apologize if I go over ground that was 
covered since I left. It is because we are working on some other 
things. 

The first thing I wanted to say is I, first of all, appreciate your 
leadership very much, appreciate the difficult times that we have 
heen through and also your statement with regard to the exam- 
iners and the regulators. But I just want to testify on hehalf of the 
small businesses and small banks in my State that they really feel 
like the message is not getting through. 

And I know you talked about training. I know you talked about 
other kinds of things, all good, but I hope that we could work to- 
gether somehow to create a set of metrics so that we can measure 
in some way whether or not your message is getting through. And 
nobody wants bad loans made, and I am the last person who would 
want that. But to the extent that it is true that that hesitancy that 
you mentioned this morning, that natural hesitancy in a time like 
this to be maybe more risk averse than you would otherwise be, to 
the extent that that is really affecting decisions that are being 
made at the local level, we ought to figure out what more we can 
do to clear that up, because where there are willing lenders and 
willing borrowers and where the loan is a reasonaWe one, given 
how tough these times are, we ought to be doing everything we 
can, I think, to make sure that happens. So I appreciate your will- 
ingness to at least think about what more can be done. 

The second thing I wanted to ask you about, and quickly because 
my time is short, is on — you were reassuring this morning on the 
question of the stress test and what we learned from the banks’ 
ability to raise capital. I continue to hear from — but at the same 
time, you also recognize this coming potential crisis in commercial 
real estate and some other things, i^d I am having a hard time 
reconciling in my own mind how those two things are true at the 
same time. And I know there is a deep concern, continuing concern 
that the bid-ask spread for the assets that are on the books of 
these banks has really not shrunk very much and that we haven’t 
yet taken our medicine with respect to commercial real estate. 

I don’t know that you have got any more that you want to add 
on that, because you have already talked about it, but I am having 
a hard time seeing how, on the one hand, we should feel OK be- 
cause the stress test came through fairly — the banks came through 
the stress test fairly well. They were able to raise private capital. 
But on the other hand, we know that this looming issue is out 
there with commercial real estate. 

Mr. Bernanke. Well, it is not inconsistent. The stress test, first 
of all, applied to the top 19 banks and we found that there is still 
$600 billion of losses to be experienced in the next 2 years, so that 
is quite substantial. And our conclusion was that even after that 
$600 billion of losses, they would still be able to meet well-capital- 
ized requirements. 

The other aspect is that a lot of the commercial real estate loans 
are in smaller banks, and so some smaller banks which were not 
counted in the stress test, were not examined in the stress test, 
will be facing those costs going forward. 
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So it is a major challenge to the banking system. I discussed with 
a couple of your colleagues some of the things that the Fed is 
doing, and I think what we will see is that banks faced with com- 
mercial real estate loans which cannot perform at the original 
terms will be trying to find renegotiations to allow at least partial 
performance on 

Senator Bennet. And it is my sense that up until now, there has 
been an inclination to roll over these financings, but what hasn’t 
happened yet is a resetting of the underlying valuation of the as- 
sets, which is still something that we are going to be facing, I 
think, in the next 12 months — over the next 12 months. 

One very quick question and then a longer one. I will be very 
brief You mentioned twice this morning that I heard that you 
thought that the TALF had had an effect on small business lending 
and consumer lending and I just wondered what the evidence of 
that is. 

Mr. Bernanke. The evidence is, first, in the secondary market, 
you can see the spreads on securitizations that are traded and 
those have come in quite substantially. And we have also identi- 
fied — we have talked to lenders who have said that the ability to 
issue these securitized products has freed up their balance sheets 
to make new loans. And so we do have some evidence for that. 

Some of that was discussed, by the way, in the Financial Over- 
sight Board that oversees the TARP just released its second quar- 
ter report, and that has discussion of some of these issues because 
the TALF is partly a TARP facility. 

Senator Bennet. I will look at that. I think that the commercial 
paper efforts were so successful, at least in my view, that I hope 
we will see similar success here. I don’t know. 

The last question I had is just as you think about unwinding this 
giant bridge loan to the economy that the taxpayers have been 
forced to make and that the Fed has done, we have got a lot of 
work to do around here thinking about what we do about these 
mountains of debt that we have got on the Federal Government 
and our deficit. I know there was some of this in your written testi- 
mony. I wonder if you have got anything you would like to say to 
us about how we need to think about that side of the equation as 
you are thinking about unwinding the work that the Fed has done. 
How do we acknowledge that when you are in a recession like this, 
it has been appropriate to do what has been done, but as we come 
out of this recession, we need to get our fiscal house in order? 

Mr. Bernanke. It is very tough and I don’t envy you, your task. 
I think one small piece of advice would be instead of thinking about 
this as a year-to-year situation, think about the whole trajectory. 
How are we going to go forward, not just this year and next year, 
but over the next 5 years and 10 years, taking into account what 
we know about population aging, health care costs, and those 
things. So the whole path is what matters, not just this year. 

Senator Bennet. Well, thank you for your service. Thanks for 
your testimony. Thank you, Mr. Chairman. 

Senator Akaka. Thank you very much. Senator Bennet. 

Senator Kohl. 

Senator Kohl. Thank you. Senator Akaka. 
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Mr. Bernanke, the Federal Reserve has heen increasing their bal- 
ance sheet over the past year, as you know, and created many new 
lending programs to continue the flow of credit to consumers as 
well as stabilize the flnancial markets. Additionally, the Federal 
Reserve announced that it will purchase up to one-and-a-quarter 
trillion dollars of mortgage-backed securities by the end of 2009 to 
help support the housing markets, and that is good, too. 

Despite all these efforts, loans and lines of credit are hard to 
come by for many creditworthy consumers in smaller communities 
and community banks are having a difficult time originating new 
loans due to liquidity problems, as I am sure you are very well 
aware of. The Federal Reserve has done precious little, many peo- 
ple say, for small community banks at the national level. So when 
and what can the Federal Reserve do to help small banks all across 
our country start lending again? 

Mr. Bernanke. Well, we agree with you that the community 
banks are very important, and as I was mentioning to one of your 
colleagues, in many cases where large banks are withdrawing from 
small business lending or from local lending, the community banks 
are stepping in, and we recognize that and think it is very impor- 
tant. 

The Federal Reserve provides similar support to small banks 
that we do to large banks in that you mentioned liquidity. We pro- 
vide discount window loans or loans through the Term Auction Fa- 
cility and smaller banks are eligible to receive that liquidity at fa- 
vorable interest rates. 

It is not our department, but the Treasury has been working to 
expand the range of banks which can receive the TARP capital 
funds and they have made signiflcant progress in dealing with 
banks that don’t trade publicly. 

We have worked with smaller banks to try to address some of the 
regulatory burden that they face, and we have a variety of partner- 
ships, for example, with minority banks to try to give them assist- 
ance, technical assistance, and the like. 

I agree. If I were a small banker, I would be a little bit annoyed 
because the big banks seem to have gotten a lot more of the atten- 
tion because it was the big banks and their failures that have real- 
ly threatened our system. And that is why it is very important as 
we do flnancial regulatory reform that we address this too big to 
fail problem so that we don’t have this unbalanced situation where 
you either have to bail out a big bank or else it brings down the 
system. That is not acceptable and we have to flx that. 

But we are working with small banks, and personally, I always 
try to meet with small bank leaders and the ICBA and other trade 
associations, and I agree with you that they are very important. 
They are playing a very important role right now in our economy. 

Senator Kohl. You say you agree that they are important, that 
they play an important role in our economy. Are you satisfied that 
we are doing proportionately as much for small community banks 
as we are doing for the large banks? 

Mr. Bernanke. Well, again, within the powers that we have in 
terms of providing liquidity and from the perspective of the Treas- 
ury and the TARP providing capital, we are trying to provide an 
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even playing field to the extent we can do so. If you have other 
thoughts, I would be happy to think about it. 

Senator Kohl. Well, we have small bankers all across the coun- 
try, and I am thinking about my own State of Wisconsin, that are 
wanting so much to do more business in their communities but 
they don’t have the liquidity to do it, and I am sure you understand 
that very well. And in these small communities, they are the back- 
bone financially of the community. And, of course, I hear from 
them that they are not getting as much attention as they would 
like at the national level and I think you said that you agree. 

Mr. Bernanke. I do agree. 

Senator Kohl. Thank you. While consumer spending has re- 
mained fiat through 2009, the personal savings rate, as you know, 
has finally started to rise, and quite substantially. The weak econ- 
omy has made consumers more skeptical of borrowing and increas- 
ingly aware of their spending habits, as I am sure you know. As 
we here consider reforms to the banking system to help financial 
institutions prepare for possible future economic downturns, we 
need also to help prepare the American families across the country 
for their next economic crisis. Do you have any policy recommenda- 
tions that would help continue the upward trend of the personal 
savings rate and avoid another bubble based on consumer activity? 

Mr. Bernanke. Well, there are very few silver linings to this cri- 
sis, but I think one of them is the increased thrift and increased 
attention to family finances that is going to come out of it. So we 
welcome the higher savings rate. It is constructive for the country. 
It is constructive — it reduces our dependence on foreign lenders. It 
supports investment. So it strengthens family finances, so I think 
that is positive. 

The Government policy makers have been trying for many dec- 
ades to find a magic bullet to increase saving, and given the low 
savings rates, obviously it has not been very successful. There have 
been a number of ideas. A number of them relate to what is called 
behavioral approaches, taking account of the fact that people are 
sometimes mentally lazy and you give them — the first choice you 
give them is the one they will take. 

So, for example, recently the Congress made changes to the law 
that allowed to make 401(k) contributions an opt-out rather than 
an opt-in choice for their workers, and they found that just by mak- 
ing that simple change, that many more workers decided to con- 
tribute to their 401(k) plan, and that builds up over time, of course, 
to a significant amount of saving. Many employers also contribute, 
match 401(k) contributions. 

So those are some of the kinds of methods that may be useful. 
I talked with Senator Akaka recently, just a few minutes ago, 
about financial literacy and financial education. And again, I think 
part of the issue, particularly among lower-income and minority 
populations who don’t save as much, is making them aware of the 
benefits of saving for retirement, for other life goals. So I think 
education has a role to play, as well. 

But I have to tell you. Senator, that the economics profession has 
not been extremely successful in finding good methods of increasing 
saving and it takes, unfortunately, this kind of crisis to change be- 
havior the way we have seen it. 
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Senator Kohl. Thank you very much, Chairman Bernanke, and 
thank you very much, Senator Akaka. 

Senator Akaka. Thank you very much. Senator Kohl, for your 
questions. 

I want to thank the Chairman for joining us today. 

The hearing record will remain open for 1 week so Members can 
submit additional statements or questions they may have. 

This hearing is adjourned. 

Mr. Bernanke. Thank you. 

[Whereupon, at 12:51 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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PREPARED STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

I’d like to welcome Chairman Bernanke, who has worked hard to address enor- 
mous challenges during a difficult time in our Nation’s history. 

If the success of our Government’s attempts to get our economy back on track 
were to be measured by executive pay or the big banks’ bottom lines, perhaps today 
would be a day to celebrate the success of that hard work. After all, leading econo- 
mists believe that these indicators are signs that we have averted utter catastrophe, 
and suggest that a recovery may be imminent. 

But while this recession may have begun on Wall Street, the recovery won’t be 
real until and unless it’s felt on Main Street. And so today is a day to ask: When 
will working families in my State of Connecticut and around the country start to 
feel the effects of our work to restore our economy? 

After all, today we meet to receive the semiannual monetary policy report man- 
dated in the 1978 Humphrey-Hawkins Full Employment Act. 

And if the goal is full employment, the news today is grim. 

Unemployment in June was 9.5 percent — the highest level in 26 years. Most 
economists and the Fed itself believe that it could top 10 percent before the end of 
the year. 

Meanwhile, Americans who have lost, or are worried about losing, their jobs, 
homes, or retirement security have watched as others reap the first benefits of our 
Government’s response. 

They hear about a stock market rally, and wonder if it will ever be enough to 
make up for the retirement savings that have been wiped out. 

They hear about million-dollar bonuses going to CEOs whose firms caused the 
meltdown in the first place, while rank and file workers across the country are laid 
off or forced to accept pay cuts. 

They hear about big banks, bailed out with billions of taxpayer dollars and Gov- 
ernment-backed credit and now reporting billions in profits. 

But they still can’t get a loan to send their kid to college or buy a new car. They’re 
still getting slammed by these same companies with obscene fees and credit card 
interest rate hikes. 

And despite hearing from everyone in Washington that stabilizing the housing 
market is key to stabilizing the economy, they’re still having trouble modifying their 
mortgages, even as 10,000 families a day are hit with foreclosure notices. 

Mr. Chairman, I appreciate your hard work on the monetary policy side of the 
equation and the positive indicators we have seen in recent weeks. But these posi- 
tive indicators seem to be stuck at the top. And we on this Committee work for the 
American people. 

When can they expect the recovery that they have funded? When will working 
families see their rally? Their pay raise? 

What are you doing as the holding company supervisor of these recipients of 
TARP and other extraordinary Government assistance to ensure they are serving 
the interests of the American people? 

These struggling Americans aren’t ready for an “exit strategy” for economic recov- 
ery efforts. First, the recovery must reach them. 

As we move forward, we need to make sure we lay a strong foundation for eco- 
nomic recovery that will reach every corner of this country. Part of that foundation 
will entail reforming financial regulation so that the mistakes that got us into this 
mess are not repeated. 

As you know, I have called for, and the Administration has proposed, an inde- 
pendent consumer financial protection agency as part of that mission. 

But the Administration has also proposed expanding the Fed’s powers over sys- 
temically important companies. I have a number of concerns about this proposal. 
Not least of which, why does the Fed deserve more authority when it failed to pre- 
vent the current crisis? 

Mr. Chairman, all of us understand the importance of the work you are doing. 
And we look forward to continuing to partner with you in that effort. 

But the financiers who engineered this crisis aren’t the reason we’re here. It’s the 
millions of families who are still struggling, still falling behind. And I hope that 
they can be the focus of today’s hearing, as well as our efforts going forward. 


PREPARED STATEMENT OF SENATOR RICHARD C. SHELBY 

Thank you Mr. Chairman. 

The purpose of today’s hearing is to oversee the Federal Open Market Commit- 
tee’s conduct of monetary policy. There is no doubt that we are in a very challenging 
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economic environment. The economy is extremely weak. Bank lending remains slug- 
gish and unemployment is rising rapidly. 

The unemployment rate stands at a 26-year high and is expected to increase. Al- 
though the Fed has gone to great lengths to inject liquidity into our economy, its 
efforts are largely designed to assist banks, especially large money-center financial 
institutions. 

Many small businesses, however, are desperately seeking capital from the finan- 
cial sector and have not been able to secure it. I have heard from a number of Ala- 
bama companies that have been virtually abandoned by all of their traditional fund- 
ing providers. 

While it is important to bring stability to the financial sector, if the part of our 
economy most responsible for job creation — small business — cannot obtain funding, 
such stability will be short lived. 

Going forward, the measure of success will have to include whether Main Street 
businesses are retaining or even adding jobs. 

While I understand that the FOMC cannot by itself solve all our economic prob- 
lems, the effective conduct of monetary policy is a necessary condition for economic 
recovery. 

Therefore, today I hope to hear from Chairman Bernanke whether the FOMC will 
need to take additional steps to help revive our economy. 

Because interest rates remain at record lows, I am interested to hear what other 
specific actions the FOMC can and is prepared to take if additional easing is nec- 
essary. 

In addition, I would like to know what Chairman Bernanke believes can be done 
to spur lending to small and medium businesses. While monetary policy is the cen- 
tral focus of this hearing, I believe we must also examine the Fed’s performance as 
a bank regulator as well as its participation in bail-outs over the past year. 

I do not believe that the Board or the regional banks have handled their regu- 
latory responsibilities very well. Many of the large financial companies that have 
been the focus the Fed’s bailout efforts were also subject to the Fed’s regulatory 
oversight. While they were regulated by the Fed, these firms were allowed to take 
great risks both on and off their balance sheets. 

When the housing bubble burst, however, those risky positions were exposed and 
firms had to scramble to shore up their finances and the credit crunch quickly fol- 
lowed. 

I am not aware of any effort on the part of the Fed, prior to the crisis, to question 
or require such firms to take any actions to address the significant risks they were 
taking. In fact, the only effort of which I am aware is an effort to modernize bank 
capital standards. This effort could have resulted in a significant reduction in over- 
all bank capital levels. 

I wonder where we would be today if the Fed had been able to act on its desire 
to eliminate the leverage ratio. 

I cannot imagine a scenario where banks would fair better with less capital dur- 
ing a period of financial stress such as the one we are currently experiencing. 

If the Fed had conducted its regulatory oversight with greater diligence, I do not 
think the financial crisis would have achieved the depth and scope that it did. 

In the end, it was the failure of the Fed to adequately supervise our largest finan- 
cial institutions that required the deployment of its monetary policy resources to 
stave off financial disaster. 

In light of the Fed’s record of failure as a bank regulator, it should come as no 
surprise that the Congress is taking a closer look at the Fed and reconsidering its 
regulatory mandate. 

Thank you Mr. Chairman. 


PREPARED STATEMENT OF SENATOR TIM JOHNSON 

Thank you. Chairman Bernanke for being here today. As the economy continues 
to undergo a period of stress and volatility, I look forward to hearing the Fed’s eco- 
nomic forecast for the rest of 2009 and into 2010. 

The Fed continues to have a full plate as it looks for ways to address the problems 
plaguing our economy. I applaud your efforts to date to achieve economic stability. 
Unfortunately, I suspect we are not yet at the end of the road in terms the chal- 
lenges facing our economy. 

I am committed to our Nation’s economic recovery and to ensuring the safety and 
soundness of the financial sector without placing unnecessary burdens on the tax- 
payer. In the long run, the best way to protect taxpayers is to fashion a functional 
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regulatory system that prevents situations like the ones we are currently experi- 
encing from arising again. 

As the Banking Committee tackles financial regulatory restructuring in coming 
weeks, we will continue to look to your expertise. As many others have noted, the 
status quo is no longer an option. It is my hope that Members of this Committee 
from both sides of the aisle can construct a proposal that reflects the needs of our 
Nation’s teixpayers, consumers and investors, and financial markets and institutions 
to achieve economic recovery and needed reform. 


PREPARED STATEMENT OF SENATOR JACK REED 

Today’s hearing provides an important opportunity to hear from Chairman 
Bernanke on the overall health of the economy, labor market conditions, and the 
housing sector. These semiannual hearings are a critical part of ensuring appro- 
priate oversight of the Federal Reserve’s integral role to restore stability in our 
economy and protect families in Rhode Island and across the country. 

I continue to work with my colleagues on this Committee to address three key 
aspects of recovering from the financial crisis. First, we must stabilize and revive 
the housing markets. With estimates of more than a million foreclosures this year 
alone, we must recognize this as a national emergency no different than when banks 
are on the verge of failing. One in eight mortgages is in default or foreclosure. These 
are more than statistics. They represent individuals and families uprooted, finances 
destroyed, and communities in turmoil. We need to keep pushing servicers to ex- 
pand their capacity and hold them accountable for their performance. And we need 
to make the process more transparent for homeowners. 

Second, we need to create jobs, which the American Recovery and Reinvestment 
Act is already doing throughout the U.S. Although there have been some positive 
signs in the economic outlook, the unemployment rate in Rhode Island and nation- 
ally has continued to climb steeply. In the 5 months since you addressed the Com- 
mittee in February, the national unemployment rate has risen from 8.1 percent to 
9.5 percent, and in Rhode Island it has surged from 10.5 percent to 12.4 percent — 
the second highest in the country. I will soon introduce legislation to encourage 
more States to use work share programs, similar to our program in Rhode Island, 
which provide businesses with the flexibility to reduce hours instead of cutting jobs. 

Third, we need to stabilize and revitalize the financial markets. We’ve made sig- 
nificant progress in this area, but we need to continue to monitor these institutions 
to ensure they remain well-capitalized and are able to withstand market conditions 
much better than they did in the recent past. And we need to be smart about the 
Federal Reserve lending programs to get our credit and capital markets once again 
operating efficiently and effectively. This is especially true for small businesses, our 
job creators, which are the key to our Nation’s economic recovery. 

Finally, complimenting all of these is a need for comprehensive reform of the fi- 
nancial regulatory system. We face several major challenges in this area, including 
addressing systemic risk, consolidating a complex and fragmented system of regu- 
lators, and increasing transparency and accountability in traditionally unregulated 
markets. It is important to recognize that our economic problems have been years 
in the making. It will not be easy to get our economy back on the right track. But 
in working with President Obama we can begin to turn the tide by enacting policies 
that create jobs and restore confidence in our economy. 


PREPARED STATEMENT OF BEN S. BERNANKE 

Chairman, Board of Governors of the Federal Reserve System 

July 22, 2009 

Chairman Dodd, Ranking Member Shelby, and other Members of the Committee, 
I am pleased to present the Federal Reserve’s semiannual Monetary Policy Report 
to the Congress. 

Economic and Financial Developments in the First Half of 2009 

Aggressive policy actions taken around the world last fall may well have averted 
the collapse of the global financial system, an event that would have had extremely 
adverse and protracted consequences for the world economy. Even so, the financial 
shocks that hit the global economy in September and October were the worst since 
the 1930s, and they helped push tbe global economy into the deepest recession since 
World War II. The U.S. economy contracted sharply in the fourth quarter of last 
year and the first quarter of this year. More recently, the pace of decline appears 
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to have slowed significantly, and final demand and production have shown tentative 
signs of stabilization. The labor market, however, has continued to weaken. Con- 
sumer price inflation, which fell to low levels late last year, remained subdued in 
the first 6 months of 2009. 

To promote economic recovery and foster price stability, the Federal Open Market 
Committee (FOMC) last year brought its target for the Federal funds rate to a his- 
torically low range of 0 to 14 percent, where it remains today. The FOMC antici- 
pates that economic conditions are likely to warrant maintaining the Federal funds 
rate at exceptionally low levels for an extended period. 

At the time of our February report, financial markets at home and abroad were 
under intense strains, with equity prices at multiyear lows, risk spreads for private 
borrowers at very elevated levels, and some important financial markets essentially 
shut. Today, financial conditions remain stressed, and many households and busi- 
nesses are finding credit difficult to obtain. Nevertheless, on net, the past few 
months have seen some notable improvements. For example, interest rate spreads 
in short-term money markets, such as the interbank market and the commercial 
paper market, have continued to narrow. The extreme risk aversion of last fall has 
eased somewhat, and investors are returning to private credit markets. Reflecting 
this greater investor receptivity, corporate bond issuance has been strong. Many 
markets are functioning more normally, with increased liquidity and lower bid- 
asked spreads. Equity prices, which hit a low point in March, have recovered to 
roughly their levels at the end of last year, and banks have raised significant 
amounts of new capital. 

Many of the improvements in financial conditions can be traced, in part, to policy 
actions taken by the Federal Reserve to encourage the flow of credit. For example, 
the decline in interbank lending rates and spreads was facilitated by the actions of 
the Federal Reserve and other central banks to ensure that financial institutions 
have adequate access to short-term liquidity, which in turn has increased the sta- 
bility of the banking system and the ability of banks to lend. Interest rates and 
spreads on commercial paper dropped significantly as a result of the backstop li- 
quidity facilities that the Federal Reserve introduced last fall for that market. Our 
purchases of agency mortgage-backed securities and other longer-term assets have 
helped lower conforming fixed mortgage rates. And the Term Asset-Backed Securi- 
ties Loan Facility (TALF), which was implemented this year, has helped restart the 
securitization markets for various classes of consumer and small business credit. 

Earlier this year, the Federal Reserve and other Federal banking regulatory agen- 
cies undertook the Supervisory Capital Assessment Program (SCAP), popularly 
known as the stress test, to determine the capital needs of the largest financial in- 
stitutions. The results of the SCAP were reported in May, and they appeared to in- 
crease investor confidence in the U.S. banking system. Subsequently, the great ma- 
jority of institutions that underwent the assessment have raised equity in public 
markets. And, on June 17, 10 of the largest U.S. bank holding companies — all but 
one of which participated in the SCAP — repaid a total of nearly $70 billion to the 
Treasury. 

Better conditions in financial markets have been accompanied by some improve- 
ment in economic prospects. Consumer spending has been relatively stable so far 
this year, and the decline in housing activity appears to have moderated. Businesses 
have continued to cut capital spending and liquidate inventories, but the likely slow- 
down in the pace of inventory liquidation in coming quarters represents another fac- 
tor that may support a turnaround in activity. Although the recession in the rest 
of the world led to a steep drop in the demand for U.S. exports, this drag on our 
economy also appears to be waning, as many of our trading partners are also seeing 
signs of stabilization. 

Despite these positive signs, the rate of job loss remains high and the unemploy- 
ment rate has continued its steep rise. Job insecurity, together with declines in 
home values and tight credit, is likely to limit gains in consumer spending. The pos- 
sibility that the recent stabilization in household spending will prove transient is 
an important downside risk to the outlook. 

In conjunction with the June FOMC meeting, Board members and Reserve Bank 
presidents prepared economic projections covering the years 2009 through 2011. 
FOMC participants generally expect that, after declining in the first half of this 
year, output will increase slightly over the remainder of 2009. The recovery is ex- 
pected to be gradual in 2010, with some acceleration in activity in 2011. Although 
the unemployment rate is projected to peak at the end of this year, the projected 
declines in 2010 and 2011 would still leave unemployment well above FOMC partici- 
pants’ views of the longer-run sustainable rate. All participants expect that inflation 
will be somewhat lower this year than in recent years, and most expect it to remain 
subdued over the next 2 years. 
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Policy Challenges 

Monetary Policy 

In light of the substantial economic slack and limited inflation pressures, mone- 
tary policy remains focused on fostering economic recovery. Accordingly, as I men- 
tioned earlier, the FOMC believes that a highly accommodative stance of monetary 
policy will be appropriate for an extended period. However, we also believe that it 
is important to assure the public and the markets that the extraordinary policy 
measures we have taken in response to the financial crisis and the recession can 
be withdrawn in a smooth and timely manner as needed, thereby avoiding the risk 
that policy stimulus could lead to a future rise in inflation. ^ The FOMC has been 
devoting considerable attention to issues relating to its exit strategy, and we are 
confident that we have the necessary tools to implement that strategy when appro- 
priate. 

To some extent, our policy measures will unwind automatically as the economy 
recovers and financial strains ease, because most of our extraordinary liquidity fa- 
cilities are priced at a premium over normal interest rate spreads. Indeed, total Fed- 
eral Reserve credit extended to banks and other market participants has declined 
from roughly $1.5 trillion at the end of 2008 to less than $600 billion, reflecting the 
improvement in financial conditions that has already occurred. In addition, bank re- 
serves held at the Fed will decline as the longer-term assets that we own mature 
or are prepaid. Nevertheless, should economic conditions warrant a tightening of 
monetary policy before this process of unwinding is complete, we have a number of 
tools that will enable us to raise market interest rates as needed. 

Perhaps the most important such tool is the authority that the Congress granted 
the Federal Reserve last fall to pay interest on balances held at the Fed by deposi- 
tory institutions. Raising the rate of interest paid on reserve balances will give us 
substantial leverage over the Federal funds rate and other short-term market inter- 
est rates, because banks generally will not supply funds to the market at an interest 
rate significantly lower than they can earn risk Free by holding balances at the Fed- 
eral Reserve. Indeed, many foreign central banks use the ability to pay interest on 
reserves to help set a floor on market interest rates. The attractiveness to banks 
of leaving their excess reserve balances with the Federal Reserve can be further in- 
creased by offering banks a choice of maturities for their deposits. 

But interest on reserves is by no means the only tool we have to influence market 
interest rates. For example, we can drain liquidity from the system by conducting 
reverse repurchase agreements, in which we sell securities from our portfolio with 
an agreement to buy them back at a later date. Reverse repurchase agreements, 
which can be executed with primary dealers. Government-sponsored enterprises, 
and a range of other counterparties, are a traditional and well-understood method 
of managing the level of bank reserves. If necessary, another means of tightening 
policy is outright sales of our holdings of longer-term securities. Not only would such 
sales drain reserves and raise short-term interest rates, but they also could put up- 
ward pressure on longer-term interest rates by expanding the supply of longer-term 
assets. In sum, we are confident that we have the tools to raise interest rates when 
that becomes necessary to achieve our objectives of maximum employment and price 
stability. 

Fiscal Policy 

Our economy and financial markets have faced extraordinary near-term chal- 
lenges, and strong and timely actions to respond to those challenges have been nec- 
essary and appropriate. I have discussed some of the measures taken by the Federal 
Reserve to promote economic growth and financial stability. The Congress also has 
taken substantial actions, including the passage of a fiscal stimulus package. Never- 
theless, even as important steps have been taken to address the recession and the 
intense threats to financial stability, maintaining the confidence of the public and 
financial markets requires that policy makers begin planning now for the restora- 
tion of fiscal balance. Prompt attention to questions of fiscal sustainability is par- 
ticularly critical because of the coming budgetary and economic challenges associ- 
ated with the retirement of the baby-boom generation and continued increases in 
the costs of Medicare and Medicaid. Addressing the country’s fiscal problems will 
require difficult choices, but postponing those choices will only make them more dif- 
ficult. Moreover, agreeing on a sustainable long-run fiscal path now could yield con- 


^For further discussion of the Federal Reserve’s “exit strategy” from its current policy stance, 
see “Monetary Policy as the Economy Recovers” in Board of Governors of the Federal Reserve 
System (2009), Monetary Policy Report to the Congress (Washington: Board of Governors, July), 
pp. 34-37. 
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siderable near-term economic benefits in the form of lower long-term interest rates 
and increased consumer and business confidence. Unless we demonstrate a strong 
commitment to fiscal sustainability, we risk having neither financial stability nor 
durable economic growth. 

Regulatory Reform 

A clear lesson of the recent financial turmoil is that we must make our system 
of financial supervision and regulation more effective, both in the United States and 
abroad. In my view, comprehensive reform should include at least the following key 
elements: 

• a prudential approach that focuses on the stability of the financial system as 
a whole, not just the safety and soundness of individual institutions, and that 
includes formal mechanisms for identifying and dealing with emerging systemic 
risks; 

• stronger capital and liquidity standards for financial firms, with more-stringent 
standards for large, complex, and financially interconnected firms; 

• the extension and enhancement of supervisory oversight, including effective con- 
solidated supervision, to all financial organizations that could pose a significant 
risk to the overall financial system; 

• an enhanced bankruptcy or resolution regime, modeled on the current system 
for depository institutions, that would allow financially troubled, systemically 
important nonbank financial institutions to be wound down without broad dis- 
ruption to the financial system and the economy; 

• enhanced protections for consumers and investors in their financial dealings; 

• measures to ensure that critical payment, clearing, and settlement arrange- 
ments are resilient to financial shocks, and that practices related to the trading 
and clearing of derivatives and other financial instruments do not pose risks to 
the financial system as a whole; and 

• improved coordination across countries in the development of regulations and 
in the supervision of internationally active firms. 

The Federal Reserve has taken and will continue to take important steps to 
strengthen supervision, improve the resiliency of the financial system, and to in- 
crease the macroprudential orientation of our oversight. For example, we are ex- 
panding our use of horizontal reviews of financial firms to provide a more com- 
prehensive understanding of practices and risks in the financial system. 

The Federal Reserve also remains strongly committed to effectively carrying out 
our responsibilities for consumer protection. Over the past 3 years, the Federal Re- 
serve has written rules providing strong protections for mortgage borrowers and 
credit card users, among many other substantive actions. Later this week, the Board 
will issue a proposal using our authority under the Truth in Lending Act, which will 
include new, consumer-tested disclosures as well as rule changes applying to mort- 
gages and home equity lines of credit; in addition, the proposal includes new rules 
governing the compensation of mortgage originators. We are expanding our super- 
visory activities to include risk-focused reviews of consumer compliance in nonbank 
subsidiaries of holding companies. Our community affairs and research areas have 
provided support and assistance for organizations specializing in foreclosure mitiga- 
tion, and we have worked with nonprofit groups on strategies for neighborhood sta- 
bilization. The Federal Reserve’s combination of expertise in financial markets, pay- 
ment systems, and supervision positions us well to protect the interests of con- 
sumers in their financial transactions. We look forward to discussing with the Con- 
gress ways to further formalize our institution’s strong commitment to consumer 
protection. 

Transparency and Accountability 

The Congress and the American people have a right to know how the Federal Re- 
serve is carrying out its responsibilities and how we are using teixpayers’ resources. 
The Federal Reserve is committed to transparency and accountability in its oper- 
ations. We report on our activities in a variety of ways, including reports like the 
one I am presenting to the Congress today, other testimonies, and speeches. The 
FOMC releases a statement immediately after each regularly scheduled meeting 
and detailed minutes of each meeting on a timely basis. We have increased the fre- 
quency and scope of the published economic forecasts of FOMC participants. We 
provide the public with detailed annual reports on the financial activities of the Fed- 
eral Reserve System that are audited by an independent public accounting firm. We 
also publish a complete balance sheet each week. 
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We have recently taken additional steps to better inform the public about the pro- 
grams we have instituted to combat the financial crisis. We expanded our Web site 
this year to bring together already available information as well as considerable new 
information on our policy programs and financial activities.^ In June, we initiated 
a monthly report to the Congress (also posted on our Web site) that provides even 
more information on Federal Reserve liquidity programs, including breakdowns of 
our lending, the associated collateral, and other facets of programs established to 
address the financial crisis. ^ These steps should help the public understand the ef- 
forts that we have taken to protect the teixpayer as we supply liquidity to the finan- 
cial system and support the functioning of key credit markets. 

The Congress has recently discussed proposals to expand the audit authority of 
the Government Accountability Office (GAO) over the Federal Reserve. As you 
know, the Federal Reserve is already subject to frequent reviews by the GAO. The 
GAO has broad authority to audit our operations and functions. The Congress re- 
cently granted the GAO new authority to conduct audits of the credit facilities ex- 
tended by the Federal Reserve to “single and specific” companies under the author- 
ity provided by section 13(3) of the Federal Reserve Act, including the loan facilities 
provided to, or created for, American International Group and Bear Stearns. The 
GAO and the Special Inspector General have the right to audit our TALF program, 
which uses funds from the Troubled Assets Relief Program. 

The Congress, however, purposefully — and for good reason — excluded from the 
scope of potential GAO reviews some highly sensitive areas, notably monetary policy 
deliberations and operations, including open market and discount window oper- 
ations. In doing so, the Congress carefully balanced the need for public account- 
ability with the strong public policy benefits that flow from maintaining an appro- 
priate degree of independence for the central bank in the making and execution of 
monetary policy. Financial markets, in particular, likely would see a grant of review 
authority in these areas to the GAO as a serious weakening of monetary policy inde- 
pendence. Because GAO reviews may be initiated at the request of members of Con- 
gress, reviews or the threat of reviews in these areas could be seen as efforts to try 
to influence monetary policy decisions. A perceived loss of monetary policy independ- 
ence could raise fears about future inflation, leading to higher long-term interest 
rates and reduced economic and financial stability. We will continue to work with 
the Congress to provide the information it needs to oversee our activities effectively, 
yet in a way that does not compromise monetary policy independence. 


2 See “Credit and Liquidity Programs and the Balance Sheet” on the Board’s Web site at 
www.federalreserve.gov / monetarypolicy / bst.htm. 

3 See the monthly reports on the Board’s Web site at “Credit and Liquidity Programs and the 
Balance Sheet”, Congressional Reports and Other Resources, Federal Reserve System Monthly 
Reports on Credit and Liquidity Programs and the Balance Sheet, www.federalreserve.gov! 
monetarypolicy i bst_reportsresources.htm. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR BENNETT 
FROM BEN S. BERNANKE 

Q.l. Mr. Chairman, I understand that there may be up to as much 
as $1.2 trillion in U.S. company earnings in European banks, which 
were generated from the sale of products and services outside the 
U.S. The complicated nature of our U.S. tax system has worked to 
trap these earnings overseas. A few years ago. Congress passed a 
bill that allowed companies to bring some of those earnings back 
at a reduced tax rate, and in less than 18 months, more than $300 
billion was invested in the U.S., and that cash worked its way 
through the economy. Do you believe it would be beneficial to 
incentivize companies again to bring those earnings back to the 
U.S.? Would it make sense to pursue policies to have those earn- 
ings be held first as deposits in U.S. banks, which would provide 
banks with a capital infusion at a time when they desperately need 
them? 

A.I. With regard to specific tax proposals, as you know I have 
avoided taking a position on explicit budget issues during my ten- 
ure as Chairman of the Federal Reserve Board. I believe that these 
are fundamental decisions that must be made by the Congress, the 
Administration, and the American people. Instead, I have at- 
tempted to articulate the principles that I believe most economists 
would agree are important for the long-term performance of the 
economy and for helping fiscal policy to contribute as much as pos- 
sible to that performance. 

In that regard, a number of economic studies have shown that 
the U.S. corporate tax structure encourages multinational firms to 
retain earnings in their foreign affiliates rather than repatriating 
them to their U.S. parents. Indeed, the temporary tax reduction en- 
acted in 2004, which cut the tax rate on repatriated earnings from 
35 percent to 5.25 percent for 1 year, encouraged U.S. multi- 
nationals to repatriate about $300 billion in 2005, markedly higher 
than their annual average of around $60 billion in the previous few 
years. 

The economic literature generally has found that most firms that 
participated in the repatriation tax holiday apparently did not use 
these funds to boost their investment or hiring, although there is 
some mixed evidence that a small portion of firms facing financial 
constraints may have increased their investment spending. Instead, 
the bulk of these repatriations apparently were distributed to the 
shareholders of these firms, primarily through share repurchases. 
Presumably these shareholders either reinvested these funds or 
used them for consumption spending, either of which would have 
an effect on economic activity in the United States. 

We currently estimate that retained earnings at foreign affiliates 
were roughly $1.8 trillion at end 2008. The majority of these funds 
were invested in plant and equipment abroad with only around one 
quarter, or $450 billion, held as cash, short-term securities, and 
other liquid assets. We have little information on the nature of 
these liquid assets, but it is likely they include deposits in both Eu- 
ropean and U.S. banks. It is not clearly evident that U.S. banks 
would substantively benefit from a policy that boosted repatriated 
earnings, as any increase in deposits would likely be temporary. 
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lasting only until firms decided how to allocate their repatriated 
earnings. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM BEN S. BERNANKE 

Q.l. Back in March, Secretary Geithner, who was FOMC Vice- 
Chair under you and Chairman Greenspan, said he now thinks 
easy money policies hy central banks were a cause of the housing 
bubble and financial crisis. Do you agree with him? 

A.I. I do not believe that money policies by central banks in ad- 
vanced economies were a significant cause of the recent boom and 
bust in the U.S. housing sector and the associated financial crisis. 
The accommodative stance of monetary policy in the United States 
was necessary and appropriate to address the economic weakness 
and deflationary pressures earlier in this decade. As I have noted 
previously, I believe that an important part of the crisis was caused 
by global saving imbalances. Those global saving imbalances in- 
creased the availability of credit to the U.S. housing sector and to 
other sectors of the U.S. economy, leading to a boom in housing 
construction and an associated credit boom. The role of global sav- 
ings imbalances in the credit and housing boom and bust was am- 
plified by a number of other factors, including inadequate mortgage 
underwriting, inadequate risk management practices by investors, 
regulatory loopholes that allowed some key financial institutions to 
assume very large risk positions without adequate supervision, and 
inaccurate assessments of risks by credit ratings agencies. 

Q.2. You said you think you can stop the expansion of the money 
supply from being inflationary. Does that mean you think the ex- 
pansion of the money supply is permanent? 

A.2. Broad measures of the money supply, such as M2, have not 
grown particularly rapidly over the course of the financial crisis. By 
contrast, narrower measures, such as the monetary base, have 
grown significantly more rapidly. That growth can be attributed to 
the rapid expansion of bank reserves that has resulted from the li- 
quidity programs that the Federal Reserve has implemented in 
order to stabilize financial markets and support economic activity. 
Nearly all of the increase in reserve is excess reserves — that is, re- 
serves held by banks in addition to the level that they must hold 
to meet their reserve requirements. As long as banks are willing 
to hold those excess reserves, they will not contribute to more rapid 
expansion of the money supply. Moreover, as the Federal Reserve’s 
acquisition of assets slows, growth of reserves will also slow. When 
economic conditions improve sufficiently, the Federal Reserve will 
begin to normalize the stance of monetary policy; those actions will 
involve a reduction in the quantity of excess reserves and an in- 
crease in short-term market rates, which will likely result in a re- 
duction in some narrow measures of the money supply, such as the 
monetary base, and will keep the growth of the broad money aggre- 
gates to rates consistent with sustainable growth and price sta- 
bility. As a result of appropriate monetary policy actions, the 
above-trend expansion of narrow measures of money supply will 
not be permanent and will not lead to inflation pressures. 
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Q.3. Do you think a permanent expansion of the money supply, 
even if done in a noninflationary matter, is monetization of Federal 
debt? 

A.3. As noted above, growth of broad measures of the money sup- 
ply, such as M2, has not been particularly rapid, and any above- 
trend growth of the money stock will not be permanent. 

Monetization of the debt generally is taken to mean a purchase 
of Government debt for the purpose of making deficit finance pos- 
sible or to reduce the cost of Government finance. The Federal Re- 
serve’s liquidity programs, including its purchases of Treasury se- 
curities, were not designed for such purposes; indeed, it is worth 
noting that even with the expansion of the Federal Reserve’s bal- 
ance sheet, the Federal Reserve’s holdings of Treasury securities 
are lower now than in 2007 before the onset of the crisis. The Fed- 
eral Reserve’s liquidity programs are intended to support growth of 
private spending and thus overall economic activity by fostering 
the extension of credit to households and firms. 

Q.4. Do you believe forward-looking signs like the dollar, com- 
modity prices, and bond yields are the best signs of coming infla- 
tion? 

A.4. We use a variety of indicators, including those that you men- 
tion, to help gauge the likely direction of inflation. A rise in com- 
modity prices can add to firms’ costs and so create pressure for 
higher prices; this is especially the case for energy prices, which 
are an important component of costs for firms in a wide variety of 
industries. Similarly, a fall in the value of the dollar exerts upward 
pressure on prices of both imported goods and the domestic goods 
that compete with them. 

A central element in the dynamics of inflation, however, is the 
role played by inflation expectations. Even if firms were to pass 
higher costs from commodity prices or changes in the exchange rate 
into domestic prices, unless any such price increases become built 
into expectations of inflation and so into future wage and price de- 
cisions, those price increases would likely be a one-time event rath- 
er than the start of a higher ongoing rate of inflation. In this re- 
gard, it should be noted that survey measures of long-run inflation 
expectations have thus far remained relatively stable, pointing to 
neither a rise in inflation nor a decline in inflation to unwanted 
levels. 

A rise in bond yields — the third indicator you mention — could 
itself be evidence of an upward movement in expected inflation. 
More specifically, a rise in yields on nominal Treasury securities 
that is not matched by a rise in yields on inflation-indexed securi- 
ties (TIPS) could reflect higher expected inflation. Indeed, such 
movements in yields have occurred so far this year. However, the 
rise in nominal Treasury yields started from an exceptionally low 
level that likely reflected heightened demand for the liquidity of 
these securities and other special factors associated with the func- 
tioning of Treasury markets. Those factors influencing nominal 
Treasury yields have made it particularly difficult recently to draw 
inferences about expected inflation from the TIPS market. The 
FOMC will remain alert to these and other indicators of inflation 
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as we gauge our future policy actions in pursuit of our dual man- 
date at maximum employment and price stability. 

Q.5.a. Other central banks that pay interest on reserves set their 
policy rate using that tool. Now that you have the power to pay in- 
terest on excess reserves, are you going to change the method of 
setting the target rate? 

A.5.a. At least for the foreseeable future, the Federal Reserve ex- 
pects to continue to set a target (or a target range) for the Federal 
funds rate as part of its procedures for conducting monetary policy. 
The authority to pay interest on reserves gives the Federal Reserve 
an additional tool for hitting its target and thus affords the Federal 
Reserve the ability to modify its operating procedures in ways that 
could make the implementation of policy more efficient and effec- 
tive. Also, the Federal Reserve is in the process of designing var- 
ious tools for reserve management that could be helpful in the re- 
moval of policy accommodation at the appropriate time and that 
use the authority to pay interest on reserves. However, the Federal 
Reserve has made no decisions at this time on possible changes to 
its framework for monetary policy implementation. 

Q.S.b. Assuming you were to make such a change, would that lead 
to a permanent expansion of the money supply? 

A.5.b. No. These tools are designed to implement monetary policy 
more efficiently and effectively. Their use would have no significant 
effect on broad measures of the money supply. It is possible that 
such a change could involve a permanently higher level of reserves 
in the banking system. However, the level of reserves under any 
such regime would still likely be much lower than at present and, 
in any case, would be fully consistent with banks’ demand for re- 
serves at the FOMC’s target rate. As a result, the higher level of 
reserves in such a system would not have any implication for broad 
measures of money. 

Q.5.C. Would such an expansion essentially mean you have accom- 
plished a one-time monetization of the Federal debt? 

A.5.C. No. If the Federal Reserve were to change its operating pro- 
cedures in a way that involved a permanently higher level of bank- 
ing system reserves, it is possible that the corresponding change on 
the asset side of the Federal Reserve’s balance sheet would be a 
permanently higher level of Treasury securities, but the change 
could also be accounted for by a higher level of other assets — for 
example, repurchase agreements conducted with the private sector. 
The purpose of any permanent increase in the level of the Federal 
Reserve’s holdings of Treasury securities would be to accommodate 
a higher level of reserves in the banking system rather than to fa- 
cilitate the Treasury’s debt management. 

Q.6. Is the Government’s refusal to rescue CIT a sign that the bail- 
outs are over and there is no more “too-big-to-fail” problem? 

A.6. The Federal Reserve does not comment on the condition of in- 
dividual financial institutions such as CIT. 

Q.7. Do you plan to hold the Treasury and GSE securities on your 
books to maturity? 
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A.7. The evolution of the economy, the financial system, and infla- 
tion pressures remain subject to considerable uncertainty. Reflect- 
ing this uncertainty, the way in which various monetary policy 
tools will be used in the future by the Federal Reserve has not yet 
been determined. In particular, the Federal Reserve has not devel- 
oped specific plans for its holdings of Treasury and GSE securities. 

Q.8. Which 13(3) facilities do you think are monetary policy and 
not rescue programs? 

A.8. The Federal Reserve developed all of the facilities that are 
available to multiple institutions as a means of supporting the 
availability of credit to firms and households and thus buoying eco- 
nomic growth. Because supporting economic growth when the econ- 
omy has been adversely affected by various types of shocks is a key 
function of monetary policy, all of the facilities that are available 
to multiple institutions can be considered part of the Federal Re- 
serve’s monetary policy response to the crisis. In contrast, the fa- 
cilities that the Federal Reserve established for single and specific 
institutions would ordinarily not be considered part of monetary 
policy. 

Q.9. Given the central role the President of the New York Fed has 
played in all the bailout actions by the Fed, why shouldn’t that job 
be subject to Senate confirmation in the future? 

A.9. Federal Reserve policy makers are highly accountable and an- 
swerable to the Government of the United States and to the Amer- 
ican people. The seven members of the Board of Governors of the 
Federal Reserve System are appointed by the President and con- 
firmed by the Senate after a thorough process of public examina- 
tion. The key positions of Chairman and Vice Chairman are subject 
to presidential and congressional review every four years, a sepa- 
rate and shorter schedule than the 14-year terms of Board mem- 
bers. The members of the Board of Governors account for seven 
seats on the FOMC. By statute, the other five members of the 
FOMC are drawn from the presidents of the 12 Federal Reserve 
Banks. District presidents are appointed through a process involv- 
ing a broad search of qualified individuals by local boards of direc- 
tors; the choice must then be approved by the Board of Governors. 
In creating the Federal Reserve System, the Congress combined a 
Washington-based Board with strong regional representation to 
carefully balance the variety of interests of a diverse Nation. The 
Federal Reserve Banks strengthen our policy deliberations by 
bringing real-time information about the economy from their dis- 
trict contacts and by their diverse perspectives. 

Q.IO. The current structure of the regional Federal Reserve Banks 
gives the banks that own the regional Feds governance powers, and 
thus regulatory powers over themselves. And with investment 
banks now under Fed regulation, it gives them power over their 
competitors. Don’t you think that is conflict of interest that we 
should address? 

A.10. Congress established the makeup of the boards of directors 
of the Federal Reserve Banks. The potential for conflicts of interest 
that might arise from the ownership of the shares of a Federal Re- 
serve Bank by banking organizations in that Bank’s district are ad- 
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dressed in several statutory and policy provisions. Section 4 of the 
Federal Reserve Act provides that the board of directors of Reserve 
Banks “shall administer the affairs of said bank fairly and impar- 
tially and without discrimination in favor of or against any member 
bank or banks.” 12 U.S.C. §301. Reserve Bank directors are explic- 
itly included among officials subject to the Federal conflict of inter- 
est statute, 18 U.S.C. §208. That statute imposes criminal penalties 
on Reserve Bank directors who participate personally and substan- 
tially as a director in any particular matter which, to the director’s 
knowledge, will affect the director’s financial interests or those of 
his or her spouse, minor children, or partner, or any firm or person 
of which the director is an officer, director, trustee, general part- 
ner, or employee, or any other firm or person with whom the direc- 
tor is negotiating for employment. Reserve Banks routinely provide 
training for their new directors that includes specific training on 
section 208, and Reserve Bank corporate secretaries are trained to 
respond to inquiries regarding possible conflicts in order to assist 
directors in complying with the statute. The Board also has adopt- 
ed a policy specifically prohibiting Reserve Bank directors from, 
among other things, using their position for private gain or giving 
unwarranted preferential treatment to any organization. 

Reserve Bank directors are not permitted to be involved in mat- 
ters relating to the supervision of particular banks or bank holding 
companies nor are they consulted regarding bank examination rat- 
ings, potential enforcement actions, or similar supervisory issues. 
In addition, while the Board of Governors’ rules delegate to the Re- 
serve Banks certain authorities for approval of specific types of ap- 
plications and notices. Reserve Bank directors are not involved 
with oversight of those functions. Moreover, in order to avoid even 
the appearance of impropriety, the Board of Governors’ delegation 
rules withdraw the Reserve Banks’ authority where a senior officer 
or director of an involved party is also a director of a Reserve Bank 
or branch. Directors are also not involved in decisions regarding 
discount window lending to any financial institution. Finally, direc- 
tors are not involved in awarding most contracts by the Reserve 
Banks. In the rare case where a contract requires director ap- 
proval, directors who might have a conflict as a result of affiliation 
or stock ownership routinely recuse themselves or resign from the 
Reserve Bank board, and any involvement they would have in such 
a contract would be subject to the prohibitions in section 208 dis- 
cussed above. 

Q.ll. Do you think access to the discount window should be opened 
to nonbanks by Congress? 

A.ll. The current episode has illustrated that nonbank financial 
institutions can occasionally experience severe liquidity needs that 
can pose significant systemic risks. In many cases, the Federal Re- 
serve’s 13(3) authority may be sufficient to address these situa- 
tions, which should arise relatively infrequently. However, a case 
could be made that certain types of nonbank institutions, such as 
primary dealers, should have ongoing access to the discount win- 
dow; any such increased access would need to be coupled with more 
stringent regulation and supervision. The Federal Reserve also be- 
lieves that the smooth functioning of various types of regulated 
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payment, clearing, and settlement utilities, some of which are orga- 
nized as nonbanks, is critical to financial stability; a case could also 
be made that such organizations should be granted ongoing access 
to discount window credit. 

Q.12. Do you think any of the 13(3) facilities should be made per- 
manent by Congress? 

A.12. As noted above, the issue of appropriate access to central 
bank credit by certain types of nonbank financial institutions de- 
serves careful consideration by policy makers. The financial crisis 
has illustrated that various types of nonbank financial institutions 
can experience severe liquidity strains that pose risks to the entire 
financial system. However, whether access to the discount window 
should be granted to such institutions depends on a wide range of 
considerations and any decision would need to be based on careful 
study of all of the relevant issues. 

Q.13. For several reasons, I am doubtful that the Fed or anyone 
else can effectively regulate systemic risk. A better approach may 
be to limit the size and scope of firms so that future failures will 
not pose a danger to the system. Do you think that is a better way 
to go? 

A.13. I believe that it is important to improve the U.S. financial 
regulatory system so as to contain systemic risk and to address the 
related problem of “too-big-to-fail” financial institutions. The Fed- 
eral Reserve and the Administration have proposed a number of 
ways to limit systemic risk and the problem of “too-big-to-fail” fi- 
nancial institutions. 

Imposing artificial limits on the size of scope of individual firms 
will not necessarily reduce systemic risk and could reduce competi- 
tiveness. A challenge of this approach would be to address the fi- 
nancial institutions that already are large and complex. Such insti- 
tutions enjoy certain competitive benefits including global access to 
credit. 

At any point in time, the systemic importance of an individual 
firm depends on a wide range of factors. Size is only one relevant 
consideration. The impact of a firm’s financial distress depends also 
on the degree to which it is interconnected, either receiving funding 
from, or providing funding to, other potentially systemically impor- 
tant firms, as well as on whether it performs crucial services that 
cannot easily or quickly be executed by other financial institutions. 
In addition, the impact varies over time: the more fragile the over- 
all financial backdrop and the condition of other financial institu- 
tions, the more likely a given firm is to be judged systemically im- 
portant. If the ability of the financial system to absorb adverse 
shocks is low, the threshold for systemic importance will more eas- 
ily be reached. Judging whether a financial firm is systemically im- 
portant is thus not a straightforward task, especially because a de- 
termination must be based on an assessment of whether the firm’s 
failure would likely have systemic effects during a future stress 
event, the precise parameters of which cannot be fully known. 

I am confident that the Federal Reserve is well positioned both 
to identify systemically important firms and to supervise them. We 
look forward to working with Congress and the Administration to 
enact meaningful regulatory reform that will strengthen the finan- 
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cial system and reduce both the probability and severity of future 
crises. 

Q.14. Given your concerns about opening monetary policy to GAO 
review, what monetary policy information, specifically, do you not 
want in the hands of the public? 

A.14. The Federal Reserve believes that a substantial degree of 
transparency in monetary policymaking is appropriate and has ini- 
tiated numerous measures to increase its transparency. In addition 
to a policy announcement made at the conclusion of each FOMC 
meeting, the Federal Reserve releases detailed minutes of each 
FOMC meeting 3 weeks after the conclusion of the meeting. These 
minutes provide a great deal of information about the range of top- 
ics discussed and the views of meeting participants at each FOMC 
meeting. Regarding its liquidity programs, the Federal Reserve has 
provided a great deal of information regarding these programs on 
its public Web site at http: ! I www.federalreserve.gov ! 
monetarypolicy I bst.htm. In addition, the Federal Reserve has initi- 
ated a monthly report to Congress providing detailed information 
on the operations of its programs, types, and amounts of collateral 
accepted, and quarterly updates on Federal Reserve income and 
valuations of the Maiden Lane facilities. This information is also 
available on the Web site at http: ! I www.federalreserve.gov ! 
monetarypolicy I bst reportsresources.htm. 

The Federal Reserve believes that it should be as transparent as 
possible consistent with the effective conduct of the responsibilities 
with which it has been charged by the Congress. The Federal Re- 
serve has noted its effectiveness in conducting monetary policy de- 
pends critically on the confidentiality of its policy deliberations. It 
has also noted that the effectiveness of its tools to provide liquidity 
to the financial system and the economy depends importantly on 
the willingness of banks and other entities in sound financial con- 
dition to use the Federal Reserve’s credit facilities when appro- 
priate. That willingness is supported by assuring borrowers that 
their usage of credit facilities will be treated as confidential by the 
Federal Reserve. As a result of these considerations, the Federal 
Reserve believes that the release of detailed information regarding 
monetary policy deliberations or the names of firms borrowing from 
Federal Reserve facilities would not be in the public interest. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CORKER 
FROM BEN S. BERNANKE 

Q.l. 13(3) Authority — By what key criteria will the Board of Gov- 
ernors determine when the unusual and exigent circumstances that 
permitted the use of the Board’s extraordinary powers under sec- 
tion 13(3) of the Federal Reserve Act are no longer present? (Not 
lots of criteria, but the top three. Follow-up: Did the Board’s Gen- 
eral Counsel write a memo spelling out these powers? Would you 
share that analysis with the Committee? Are there any constraints 
on the Board’s discretion here? If so, what are they?) 

A.l. To authorize credit extensions to individuals, partnerships, or 
corporations under section 13(3) of the Federal Reserve Act, the 
Board must find that, among other things, “unusual and exigent 
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circumstances” exist. These terms are not defined in the Act and 
are committed to the Board’s discretion. In exercising this discre- 
tion, the Board must act reasonably. 

When it approved the establishment and extension of the various 
lending facilities under section 13(3) authority, the Board made de- 
terminations that unusual and exigent circumstances existed based 
on its assessment that the condition of the financial markets pre- 
sented severe risks to the integrity of the financial system and to 
prospects for economic growth. The approvals of lending programs 
for individual financial institutions were based on an assessment 
of the potential disruption associated with the disorderly collapse 
of the particular firm. The Board reached these conclusions after 
careful evaluation of all available economic and market data and 
advice of the Board’s General Counsel. The determinations are con- 
sistent with the manner in which Congress intended the 13(3) au- 
thority to be used. As noted in the Senate report on the 1991 
amendments to section 13(3), “with the increasing interdependence 
of our financial markets, it is essential that the Federal Reserve 
System have the authority and flexibility to respond promptly and 
effectively in unusual and exigent circumstances that might disrupt 
the financial system and markets.” ^ 

Q.2. What are the key objectives of the Board’s various special fa- 
cilities: How will we know if they have been successful? How will 
we know if they have failed? 

A.2. In general, the Federal Reserve has established special facili- 
ties over the crisis for two purposes. The facilities that have been 
made available for multiple institutions (for example, the Term 
Auction Facility, the Primary Dealer Credit Facility, the Commer- 
cial Paper Funding Facility, and the Term Asset-Backed Securities 
Loan Facility) are intended to support the extension of credit to 
households and firms and thus contribute to a reduction in finan- 
cial strains and to foster a resumption of economic growth. These 
programs seem to have been helpful in addressing strains in finan- 
cial markets. Financial data including various risk spreads and in- 
dicators of market functioning as well as anecdotal reports from 
market participants have indicated that strains in financial mar- 
kets have eased substantially in recent months, and particularly so 
in those markets in which the Federal Reserve has provided liquid- 
ity support. Although it is too early to say whether the improve- 
ment in financial conditions will be sufficient to support a sus- 
tained pickup in economic growth, economic activity appears to be 
leveling out, and the prospects for a resumption of economic growth 
over coming quarters have improved. Other facilities — for example, 
those related to the difficulties of Bear Stearns and AIG — were es- 


^S. Rep. No. 102-167, at 203 (Sept. 19, 1991). The Board has already taken steps to terminate 
or scale back some of the extraordinary liquidity facilities that it has established, including sec- 
tion 13(3) facilities. For example, the Board has decided not to extend the Money Market Inves- 
tor Funding Facility when it expires in October 2009, and the Federal Reserve has reduced 
amounts offered under some of its liquidity facilities, such as the Term Securities Lending Facil- 
ity. In making such determinations to date, and in making similar determinations in the future, 
the Board has and will likely continue to review a broad range of indicators of financial market 
conditions. These indicators include credit and liquidity spreads in financial markets, informa- 
tion on trading and issuance volumes, measures of market volatility, assessments of the 
strength of individual financial institutions, and other measures. The Board’s focus will be on 
the capability of financial markets and institutions to support a sustained recovery in economic 
activity. 
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tablished to prevent the disorderly failure of large, systemically im- 
portant nonbank financial institutions and thus avoid an exacer- 
bation of financial strains during a period when financial stress 
was already intense. By successfully achieving this objective, these 
actions helped prevent further harm to the U.S. economy. 

Q.S.a. On commercial real estate — What are the expectations/ 
benchmarks with the TALF facility? Will it be sufficient and timely 
enough in facilitating private lending/investing, or are you consid- 
ering other programs? 

A.S.a. The TALF program has allocated $100 billion to fund loans 
with up to 5 years maturity, including loans backed by newly 
issued commercial mortgage-backed securities (CMBS). We believe 
that this amount, especially if coupled with a modest revival of the 
new-issue CMBS market later next year, should be sufficient to 
allow creditworthy borrowers with maturing loans currently in 
CMBS pools to refinance. The Federal Reserve and the Treasury 
have recently indicated that at this time they do not anticipate 
adding additional collateral types to the TALF facility. 

Q.3.b. Given the lag time needed to get securitized lending going 
(4 months), how do you handle the reality (as expressed by market 
experts and participants) that the markets need to know NOW (not 
“year-end”) whether the program will be extended in order to see 
any usefulness in the next several months? 

A.3.b. Because of the long lead time required to assemble CMBS, 
and because the market for newly issued CMBS appears likely to 
remain impaired for some time, the Federal Reserve and the Treas- 
ury announced on August 17, 2009, that TALF loans against newly 
issued CMBS will be available through June 30, 2010. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR KYL 
FROM BEN S. BERNANKE 

Q.l. As I recall at the Republican Policy Lunch a few weeks ago 
you acknowledged that some or the regional offices of Federal bank 
regulators may be too strict in their examinations and may have 
inadvertently discouraged some institutions from making certain 
loans that would otherwise be viable. 

Have you been able to make any progress in addressing this 
problem? 

A.l. In response to your concerns that actions of our examiners 
may be inadvertently discouraging bank lending, it is important to 
remember that the role of the examiner is to promote safety and 
soundness at financial institutions. To ensure a balanced approach 
in our supervisory activities, we have reminded our examiners not 
to discourage bank lending to creditworthy borrowers. In this envi- 
ronment, we are aware that lenders have been tightening credit 
standards and terms on many classes of loans. There are a number 
of factors involved in this, including the continued deterioration in 
residential and commercial real estate values and the current eco- 
nomic environment, as well as the desire of some depository insti- 
tutions to strengthen their balance sheets. 

To ensure that regulatory policies and actions do not inadvert- 
ently curtail the availability of credit to sound borrowers, the Fed- 



69 


eral Reserve has long-standing policies in place to support sound 
bank lending and the credit intermediation process. Guidance, 
which has been in place since 1991, specifically instructs examiners 
to ensure that regulatory policies and actions do not inadvertently 
curtail the availability of credit to sound borrowers. ^ The 1991 
guidance also states that examiners are to ensure that supervisory 
personnel are reviewing loans in a consistent, prudent, and bal- 
anced fashion and emphasizes achieving an appropriate balance be- 
tween credit availability and safety and soundness. 

As part of our effort to help stimulate appropriate bank lending, 
the Federal Reserve and the other Federal banking agencies issued 
a statement in November 2008 reinforcing the longstanding guid- 
ance encouraging banks to meet the needs of creditworthy bor- 
rowers. 2 The guidance was issued to encourage bank lending in a 
manner consistent with safety and soundness, specifically by tak- 
ing a balanced approach in assessing borrowers’ ability to repay 
and making realistic assessments of collateral valuations. 

Q.2. If so, how is the Federal Reserve facilitating coordination 
among the regional offices of our regulators to ensure standards 
are applied in a way that protects the safety and soundness of the 
banking system without discouraging viable lending? 

A.2. Federal Reserve Board staff has consistently reminded field 
examiners of the November guidance and the importance of ensur- 
ing access to loans by creditworthy borrowers. Across the Federal 
Reserve System, we have implemented training and outreach to 
underscore these intentions. We have prepared and delivered tar- 
geted Commercial Real Estate training across the System in 2008, 
and continue to emphasize achieving an appropriate balance be- 
tween credit availability and safety and soundness during our 
weekly conference calls with examiners across the regional offices 
in the System. Weekly calls are also held among senior manage- 
ment in supervision to discuss issues on credit availability to help 
ensure examiners are not discouraging viable safe and sound lend- 
ing. Additional outreach and discussions occur as specific cases 
arise and as we participate in conferences and meetings with var- 
ious industry participants, examiners, and other regulators. 


^“Interagency Policy Statement on the Review and Classification of Commercial Real Estate 
Loans”, (November 1991); www.federalreserve.gov I boarddocs I srletters 1 1991 ! SR9124.htm. 

2 “Interagency Statement on Meeting the Needs of Creditworthy Borrowers”, (November 
2008); www.federalreserve.gov / newsevents / press / bcreg / 20081 1 12a.htm. 
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Part 1 

Overview: 

Monetaiy Policy and the Economic Outlook 


Amid a severe global ecunuinlc dowiuuni. ilie U.S. 
ceonurav eiinlraelcd rurlher and labur maiici eondlliuns 
uorsened over Ihe lirsl half of 2009. In Ihc early pan 
of Ihe year, economic aclivily dcleriotaicd sharply, and 
siralns in financial marlets and pressures on financial 
inaliliilions generally imensificd. More recenily. how- 
ever. (he doHiiium in economic aelivity appears lo be 
abaling and financial condilions have cased sumeniial, 
dcvelopracnis lhal partly refieet die broad range of 
policy actions lhai have been laken lo address Ihe crisis. 
Noneihelcss, credit condilions fur many households and 
husiiiesscs remain lighl, and financial markets arc still 
stressed. In the labor market, eraploynicnl declines have 
remained sirable— although Ihe pace of job loss has 
diminished somewhat Inmi earlier in the year — and Ihc 
uiicnipluymem rale has continued lo climb. Meanwhile, 
consumer pnee infiatioii has remained subdued. 

U.S. real gross domestic product ((iUP) fell sharply 
again in the first quarter of 2009, but llic contraction in 
overall oiilpul looks lo have moderated somewhat of 
late. Consumer .spending— which has been supported 
recently by Ihe boost lo disposable income Ihim Ihe la.\ 
cuts and increases in various benefit payments lhal were 
implemented as part of Ihe 2009 ILscal stimulus pack- 
age — appears to be holding reasonably steady so far 
this year. And consumer sentiment is up fiom the his- 
torical lows recorded amuiul the mm of Ihe year. In Ihe 
housing market, a leveling out of home .sales and con- 
struction aclivily in Ihc first halfof2(HI9 suggesLs that 
Ihe demand for new lu'uscs may he stabili/ing follow- 
ing three years of sleep declines. Businesses, however, 
have continued to cut capital spending and liquidate 
inventories in response lo soft demand and excessive 
slocks, liconomic aclivily abroad plummeted In Ihc first 
quarter and has continued lo fall, albeit more slowly, in 
a'ceni months. Slumping foreign demand led lo a sharp 
drop In U.S, exports during llie fust half of the year. 
However, the ongoing comraciion in U.S. domestic 
demand triggered an even sharper drop in imports 

The fiirlher contraction in domestic economic activ- 
ity during Ihe first halfflf 2009 was accompanied by 
a signilicam deterioration in labor market conditions. 

Svic. ,A list uf ahlQeviaiiiWv is nvoiliibk iS the end uf Ihts nax>n 


Privale-seelor payroll employment fell at an average 
monthly rale of b70,0(KI Jobs in Ihe first four months of 
this year before declining hy 3 1 2,001) jobs in May and 
4 1 5,(100 jobs in June. Manwhilc. Ihc uncmploymcnl 
rale moved up steadily from V/i percent at Ihc turn of 
the year lo 9'/; percent in June. With the sharp reduc- 
tions In employ ment, Ihc wage and salary incomes of 
households, adjusted for price changes, fell during this 
period. 

Overall consumer price jnfialioii. which slowed 
sharply late last year, remained subdued in the first half 
of this year as the margin of slack in labor and priHhiel 
markets w idened eunsidcrahly fimher and as prices of 
oil and olher commodilles retraced only a pari of their 
earlicT sleep declines, All told, Ihc 1 2-monlh change 
in Ihe pcrsoiuil consumption expenditures (PCk I price 
index was close lo «to in May. while the 12-m(tnlh 
change m PC'H prices excluding food and energy was 
I V( pcrccnl. Surv ey measures of Iwiger-lcnn infialion 
expectations liave rcunained relatively stable this year 
and currently stand at about their average values in 
20l)S. 

Dunng file first few months of 2009, pressures on 
financial firms, which had cxised late last year, inlensi- 
lied again. Equity prices uf banks and Insurance com- 
panies fell amid repoils of latge losses in the Ibunh 
quarter of 2tMIS. and market-based measures of die 
likelihood ofdeliiuli hy those inslliuiiuns rose. Diuud 
equity price indexes also fell in die Uniled Stales mid 
abroad, and measures of volalilily in such markets 
stayed at near-record levels. In addition, bank funding 
markcls were strained, liovvs of credit lo businesses 
and households were impaired, and many securiliaaiion 
markels remained sbul. 

Tlic Federal Reserve and other govemmcnl cnii- 
lies conllmied lo respond forcefully lo these adverse 
financial market developments. The Federal Reserve 
kept its target for the federal Itinds rate al a range 
between 0 and 'A pereeni and purchased additional 
agency morigage-backed securilies (MBS) and agency 
debt, Tluoughoul Ihe lirsl half of lire year, Ihc Federal 
Resen e also continued lo provide funding lo financial 
msiiTuliuns and markels through a variety of credit and 
liquidity faeilllies. In Fcbniarv, Ihe Treasiiiy, Ihe Fcvlcr- 



76 


2 Mojielaf) Policy Report In the Congress July 200M 


al Reserve, the Federal Deposit Insurance Corporation, 
the Oflice of the Conipimller of the Currency, anti the 
Oflicc of TltnR Supers fsimt announced the PinAiicial 
Siabiihy Plan. The plan included, among other ele^ 
mems. a Capital Assistance Program tlesigned to assess 
the capital needs ofhanking insiituiion.s under a range 
of economic scenarios (through the .Supcr\i.sory Capital 
Assessment Program (SCAP), or stress test) and, tf nec- 
essary, to assist banking institutions m strengthening the 
amount and quality oftheir capital. In early March, the 
Federal Resersc and the Treasury launched the Term 
A-sset-Backed Securities Loan Facility (TALF), an ini- 
tiative designed to catalyze the securitization markets 
by pros iding financing to investors to support their 
purchases of certain AAA-rated a.sset-hacked securi- 
ties. At tlic March meeting of the Federal Open Market 
Committee (FOMC), the Committee decided lo c.xpand 
its purchases of agency MBS and agency debt and to 
begin biiying longer-term Treasury sccurilies to help 
improve conditions in private credit markets. In May. 

Ihe Federal Reserve announced an expansion of eligible 
collateral under the TALF program. In (he same month, 
the results ofihe SCAP were announced and were posi- 
tively received in financial markets. 

These policy actions, and ones previously taken, 
have helped stabilize a number of linancial markets 
and. in some cases, have led to signiticanl improve- 
ments. In recent months, siraires in short-term funding 
markets hav e cased, w ith some credit spreads in those 
markets reluming close lo pre-crisis levels. Ilic narrow- 
ing in spreads likely retiecls, in part, a decrease in the 
probability that markel participiuiLs a.ssign lo extremely 
adverse outcomes for die economy in light of Ihe appar- 
ent moderation in the rale of economic contnielion. 
(ilobal equity price.s have recouped some of their earlier 
declines, and measures of volatility in equity and other 
financial markets have retreated somewhat, though diey 
reiualn at elevated levels. Issuance in some securitiza- 
tion markets that were cssemially shut iknvn earlier 
has begun to increase. Although yields on longer-term 
Treasury securities have risen, some of these increases 
are likely attributable to improvement in the economic 
outlook and a reversal in highi-io-qualiiy How's. Mort- 
gage rales have risen about in line vvith Treasury' yields, 
hut corporate bond yields have continued to decline. 

By early June, the 10 banking organizations required 


by the SCAP to bolster their capital bulTers had issued 
new' common equity in amounts that either met or came 
close to meeting the SCAP requirements. Nonetheless, 
despite these notable improvements, siraires remain 
in most financial markets, many linancial institutions 
face the possibility of signiHcani iidditionni losses, and 
Ihe How of credit to some businesses and households 
remains constrainetl. 

In conjunction with the June 20(ld FOMC meeting, 
the members of the Board of Governors ofihe Federal 
Reserve System and presidents ofihe Federal Reserve 
Banks, all ofwhom participate in FOMC meetings, pro- 
vided projections for economic growili, unemployment, 
and inHation; these projections are presented in Part 4 
of this re{Hirl. FOMC {KUlicipants generally viewed the 
outlook for ihc economy as having improved modestly 
in reecirt months. Participants ex|wcicd real GDP lo 
bottom out in (he second Italfor this year and then to 
mov e onto a path of gradual recovery, bolstered by an 
acwinmodative nvonetary policy, government cfToris to 
stabilize financial markets, and ftsal stimulus. Howev- 
er. all participants expected that labor markel conditions 
would continue to delenornte during the remainder of 
this year and improve only slow ly over the subsequent 
two years, with the unemployment rate still elevated at 
the end or201 1 . FOMC participants expected total and 
core inHation to be lower in 20(PJ than during 2008 os 
d whole, in part hccau.se of (he sizable amount of slack 
in resource ulili/alion: inflation was forecusl to remain 
subdued in 20 10 and 2011. 

Participants generally judged that the degree of 
uncertainty surrounding the mediimi-term outlook Ibr 
both econumie activity and inHation e.xceeded liisiori- 
cal nortiKH. Partlctpanls viewed the risks to their pnv 
jeciions of ecoimmtc growth over die medium run a.s 
eillier balanced or tilled lo (he dowuside, and mo.si saw 
(lie risk to their projections of medium-run inHation as 
balanced. ParlicipaiUs also reported (heir as.ses.smenl» 
of (he rates to whicli key macroeconomic variables 
would be expected to converge in Ihc longer run tuider 
appropriate moneiaiy policy ami in the absence of fur- 
ther shock-s lo (he economy. Most participants expected 
rciil GDP to grow in the longer run at an annual rate of 
about 2'A percent, the unem))loyment rate to be about 
5 percent, and (he rate of consumer price inHation to be 
about 2 percent. 
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Part! 

Recent Financial and Economic Developments 


tconomic acliviiy, which fell sharply in iltc founh 
quarter or2()UX. declined al nearly the same rale in 
Ihc (hsl quarter or20()9. (Firrlhcehange in real gross 
domestic priiducl ((iDl’l in recent years, see hgurc I, I 
However, the pace iif contraction appears to have mod- 
erated somewhat of late. To be sure, businesses have 
continued to cut back on investment spending, and hmts 
have reacted to the abrupt rise in inventory-sales ratios 
around the turn of the year by cutting pruduction and 
ntnniitg down invcntoncs al a more rapid pace, par- 
ticularly in the motor vehicle sector. Nevertheless, con- 
sumer spending seems to have siahiliaed, on balance, in 
Ihc first hairoflhis year, .and housing activity, while .still 
quite depres.scd. ha-s leveled olTin recent months. And. 
while the recession abroad led to another sharp drop 
in esport demand in the lirst quarter, the latest indica- 
tors .suggest that the conlraciion in foreign activity has 
lessened, especially in emerging Asian economies. In 
Ihc labor market. Ihc pace of job loss has diminished in 
recent months from the rale earlier this year; nonethe- 
less. employment declines have remained sizable, and 
the unemploymem rate has risen sharply. Meanwhile, 
infiaiion remained subdued in the first half of this year 
(figure 2). 

In early 2(KIV, strains In some financial markets 
appeared to intensify from the lev els seen in late 2008. 
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Market participants' concerns about major financial 
insuimiotu Increastsl. equity price.s for such inslilulinns 
lell, and their credit delaull swap (C'DSf spreads wid- 
ened substantially. These developments spilled over to 
broader markets, with equity prices falling and spreads 
of yields on corporate bonds over those on comparable- 
maturity Trcasiuy securities mov ing to near-record 
highs. Deterioration in the tunciiomngofmany hnan- 
cial markets restricted Ihc fiow of credit to bu.sines.se$ 
and households. 

Tn response to these financial market sinesscs. Ihc 
Federal Reserve and other government entities imple- 
mented additional policy iniliaiivcs to support fiiian- 
eial stability and promote economic recovery. Federal 
Reserve initiatives included espanding direct purchases 
of agency debt and agency mortgage-hacked securi- 
ties (MBS), beginning direct purchases of longer-term 
Treasury sa-urities, and providing loans agaiitsi con- 
sumer and other asset-backed securities (ABS).' Other 
government emhics akso undertook new measures to 
support the financial sector, including the provision of 

I , Tar mim; intimaaiitm. wv Rixird of (imemm of iIk Fcdvtitl 
Roa.-rvc Svsicni iTfaW). fw/rrof ffowow Cvviomi tSiorWr ftt'/wof ivi 
Lndil ml l.hfunlity Porarrom. utnl iIk fliilum- Shw I Wnsltinglon: 
UfMut of rK.vonwrs, July f w wH.fnlctalrcscn c.govTtlor 
ma«lhl>clhre)iorl2UO'at7.|all', 
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more capital to banking institutions under the Capilal 
Purchase Prograin. or CPP, and the annoimcemenl of 
pri^anis to help banks manage Ihen legacy assets In 
addition, the bank supemsoiy agencies undertook a 
speaal assessment of the capital strength of the largest 
U.S banking organirations (the Supervisory Capilal 
Asessment ftogram. or SCAP), 

Partly as a result of these efforts, conditions m 
financial markets began to show signs of improvement 
siartmg m March, although they remained strained 
During the subsequent few months, both equity prices 
of financial finns and broad equity price indexes rose, 
on balance, and coiporale bond spreads narrowed 
Firms responded by substituting longer-term financ- 
mg through the corporate bond market for shorter-term 
fiinding fiom bank loans and commercial paper (CP). 
Supported by the Federal Reserve’s Term A.sset-Backed 
Securities Loan Facilily (TALK), issuance of consumer 
ABS began to approach pre-crisis levels Short-term 
interbank funding markets also showed substantial 
improvement, and banking mstitutions involved in the 
SCAP were able to issue significant amounts of public 
equity and nonguaranteed debt However, outstanding 
hank loans to households and nonfinancial businesses 
conUnued to decline amid expectauons that borrower 
credit quality would deteriorate further, risk spreads in 
many markets that were still quite elevated and finan- 
cial conditions thal remained somewhat suained 

Domestic DEiT.LOpm:i\Ts 

The Household Sector 

Resulentiol Investment and Housing Einance 

Although home pnees have conimued to fall, the steep 
cbclines in housing demand and construction thal began 
in late 2005 appear to be abating Sales of existing 
single-family homes have fialtencd out at a little more 
ihan 4 mdlionumlsal an annual rate since late last year, 
and sales of new single-family homes have been little 
changed since January at a bit below 350.000 units 
Thai said the pace of sales for both new and e.xislii^ 
homes is still very low by historical standards. 

In the single-famdy housing sector, starts of new 
units appear to have finned of late, though they remain 
at a depressed level (figure 3) With this restrained level 
of construction, months' supply of unsold new homes 
relative to sales has come down somewhat from its 
peak at the turn of the year, but it still remains quite 
high compared with earUer in the decade Starts m the 
multifaraily sector— which had held up well through the 


3 Plivsle housing starts, 1996-2009 
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spnr® of 2008 even as strglc-fam dy acuvi^’ was plum- 
meting— have deieiiorated considerably over the past 
year These declines have coincided with a substantial 
worsening of many of ihe economic and financial fac- 
tors thal influence construction in this sector, includii^ 
reports of a pullback in the availabilily of credit for new 
projects and a sharp decline ui the price of apartmcni 
buildings following a multiyear run-up 
House prices continued to fall in the firsi pan of 
this year. The latest readings from national indexes 
show pnee decimes for e.xisting homes over the past 

1 dange in paces of exisling single-l'analy houses. 
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I Z miMtlhs in the range of 7 to IH percent (figure 4). 

One $uch measure with wide geographic co\ erage. the 
LoanPerfomiance repeat-sales price index, fell more 
than 9 percent over the 1 2 months ending in May and 
is now 20 percent below the peak that it achieved in 
mid-2005. Price declines have been particularly marked 
in anras nf tile country that have experienced a large 
number of liireclusurc-rclaled sales, such as Nevada. 
Florida, California, and Ariaona. Lower prices improve 
the alfordability of horaemvnership for potential new 
buyers and. all else being egual. should evaitually help 
bolster housing demand. However, expectations of tiir- 
ther declines in house prices can make potential buyers 
reluctant to enutr the markcL Although consumer sur- 
veys continue to suggest lliat a sizable portion of house- 
holds expect house prices to fall in the coming year, the 
share of such househiilds appears to hav e subsided in 
recent months. 

With hou.se prices still falling, conditions in the labor 
market deteriorating, and houxcbold financial condi- 
tions remainittg weak, delinquency rates cutninited to 
nse across all categories of mortgage loans. As of April 
21)09, nearly 40 percent of adjustable-rate sitbprimc 
loans .md 1 5 percent of fixed-rate subprime loans were 
seriously delinquent (figure 5k' In May 2009, delin- 
quency rales for prime and itear-priine lo.ms reached 

1 rVnlortpge is aerined as seriously delinquent if the boutsMer is 
vxt Jay V ur mure behind In puj menls iir the pnirellv Is in rnKelpsutv, 

5. Mortgage dchnquency rates, 200 1 -09 
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abtMU 12 pcrccnl \\yr adjuslablc-raU* loans anti 4 ptm*ni 
for lixetl-raic loans, rcpresi^ming ^ubsumtial increases 
over the past year to historic highs. 

Foreclosures also jumped in 2009. Over the Iasi three 
quarters of 2008, about 600,000 homes entered the fore- 
closure process each quarter. During the first quarter of 
2009, about 750.000 homes entered the process. The 
increase may be related to the expimtion of temporary 
foreclosure momloriums that Nsere put in place by some 
slate and local guvemmcnls. some private Hims, and the 
government-sponsored enterprises (U.SEs) late last year. 
The Treasuiy Depiiriment Itas recently established the 
Making I itmie A fTordabte program, which encompasses 
scN eral ciVorts designed to lower foreclosure rates. The 
program includes a provision to allow borrowers to refi> 
nance easily into mortgages w ith lower payments and a 
provision to encourage mortgage lenders and serv icers 
to modify delinquent mortgages. 

Interest rates on .10>year fixed-rate conlbnning 
mortgages declined during early 2009; although those 
rales has e risen more recently, about in line with 
increases in Treasury rales, mortgage rates remain at 
historically low levels (figure 6). Pun of the decrease 
may have reficcied expansion of the Federal Resers e's 
agency MBS purchase program. Early in (he year, 
s-preads of rates on conforming fixed-rate mortgages 
over long-term Treasury yields fell to their lowest lev- 
els in more than a year Offer rates on nonconforming 
jumbo fixed-rale loans fell slightly but continued to 
be well above rales on contbrmmg loans.^ Although 
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the declines in rules und spreads inude bommmg rela- 
tively less expensive lor those qualified Idr conforming 
mortgages, access to credit remainal limited Idr many 
tilhcr bomnvcis. In the April 2009 Senior Loan Ollicer 
Opinion Survey on Dank Lending Pmclices. a majority 
of respondents indicated thul they had lightened slan- 
dards on residenliul mortgages over the preceding three 
months, an cxiension of the prev ailing trend in earlier 
quarters, that about 4(1 pcicent of banks had reduced 
die size ofexisting home equity lines of crediL and that 
only a few of the hanks reported having made subprime 
loans. The secondary market for conventional mortgage 
loans not guaranteed by Fannie Mac or Freddie .Mac 
remained essentially shut. 

Mortgage debt outstanding was about fiat in the first 
quarter of 2fllW, with the effects of the weakness in the 
housing market and relatively restricted access lo credit 
ollseiliiig the influence of lower mortgage rates. The 
av ailable indicators suggest that mortgage debt likely 
remained very soft in the second quarter. Kefinaneing 
activity was somewhat elevated early in die year, prob- 
ably due lo low mortgage interest rales and the waiver 
of many fees and easing of many uiiderwriting tetms 
by the OSE.S. However, such activity moderated con- 
siderably when interest rates rose during the past few 
months. 


Consumer Spending and Household Finance 

Consumer spending appears lo have leveled oft so far 
this year after falling sharply in die second lialfnf last 
year (ligurc 7). I'ontimied widespread job losses and 
the drag from large declines in household wealth have 
weighed on consumption; however, spending lately has 
been supported by the boost to household incomes from 
the fiscal stimulus package enacted in February. Mea- 
sures of consumw scniinienL while still at depressed 
levels, have nonclhclrss moved up from die historical 
lows recorded around the turn of the year. 

Real personal consumption expenditures (PCF). 
although variable thim month lo month, have essen- 
tially moved sideways since late last year. .Sales of 
new light motor vehicles continued to contract early 
this year but have stabilized in recent months— at an 
average annual rate of 9.7 million units over the four 
months ending in June. Outlays on other goods, which 
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plunged ill 2(K)X. ha\e remained al extremely low lev- 
els. while spending on serv ices hus only edged up so far 
this year. 

Real disposable personal income, or DPI— tliai is, 
aftcr-tox income adjusted for inflation— has risen at an 
annual rale of about 0 percent so far iJiis year, a sub- 
stantial pickup from tite inca^ase of 1 14 percent posted 
in 2008 (figure 8). Ottuis in aRer-tax income have been 
bolstered hy the lax cuts and increases in social benefit 
payments that w ere iniplcnienled an part of the 2009 fis- 
cal stimulus package. In conirasU nomiital labor income 
has been declining steeply. Although nominal hourly 
compensation has risen at a faster pace than overall 
prices, sizable reductions in employment and the work- 
week have cut deeply into total hours worked and hence 



8. Chanjp: in real mcomc and in real w age and salarv 
disbursements. 2003-09 
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9 Personal saving rate. I9S(^ 20(>9 
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ovcmll labor oranpcnsalion. With real after-lax income 
up appreciably in Ihc lirxl half of live year and consumer 
iiullays leveling utr, Ihc pcixonal saving rale jumped 
during Ihe spring, reaching nearly 7 percent in jMay 
compared vvilh Ihe IM percent average rcconled during 
2WI8 (figured). 

Ilmischold net worth coniinucd to fall in the first 
quarter of this year a.s a result nl'lhe ongoing declines 
in house prices and a funher drop in equity prices 
(figure 10). However, equity prices have recorded sub- 
.staniial gains since March, helping to oiVsci continued 
declines in the value of real estate wealth. The recent 
stinilus-indueed jump in real disposable income and Ihe 
improvement in equity wealth since this spring appar- 

10. Wealth-to-income ratio. 1986-2000 
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1 1 . Consumer sentiment. I9%-2(HT9 
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ently helped lift consttmer sentiment somewhat from its 
earlier very low levels (figure 1 1 ). 

Nonmortgage coresiimer debt outstanding is esti- 
mated to have (alien at an annual rate or2 percent in Ihc 
first lialfor2tl(l9. extending a decline that began in Ihe 
final quarter of 200fi. The decreases liltcdy reflect both 
reduced demand for loam, as a rcstdt of Ihc restrained 
pace of consumer spending and a resuicled supply of 
credit. The April 2009 Senior Loan Officer Opinion 
Survey showed a further tightening t>f standards and 
terns on consumer loans over the preceding three 
months, actions lliai included lowering credit limits on 
existing credit curd accounts. 

The lightening in standards and terms likely refiect- 
cd. in par. coneems by financial insiiuilions about eon- 
suincr credit quality. Uelinqucncy rales on most types 
of consumer lending— credit card loans, auto loans, and 
other nonrevolv mg loans— cimtimied lo rise during the 
first bairar20ll9. The increase in credit card loan delim 
qucncy rales at hanks was pariicularly sharp, and at 
hV; percent as of the end of the first quarter of 2009, 
such delinquencies exceeded Ihe level reached during 
the 2001 recession (figure 12). Household bankruptcy 
rales eonlinued Ihe upward trend that has been evident 
.since Ihc bankruptcy law relorm in 2005: Ihe recent 
increases likely refiect Ihe deterioration in household 
financial conditions. 

Changes in imeresi rates on consumer loans were 
mixed over Ihe first half of Ihc year. Auto loan rales 
were about fiat, credit card rales licked upward, and 
rales im other consumer loans showed a sliglil decline. 
.Spreads of these rates over those on eomparnhle- 
inaiiiriiy Treasmy sceiiriiics remained at elevated levels. 
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1 2. Delinqucncv rates on consumer loans at etnnmercial 
banks, 199fr-20(l<l 
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Before the onset of the financial crisis, the market for 
ABS providetl .significant support for consumer lending 
by ell'cclivcly reducing the cost to lenders of providing 
such crediL The near-complete cessaliou of issuance 
in this market in the fourth quarter of 2008 thus likely 
caniribiilcd importantly to the curtailment of consumer 
credit. Issuance of credit card. auto, and student loan 
ABS began to pick up in March and approached pre- 
crisis levels in April and May, Spreads of yields on 
.AAA-rated credit card and auto ABS over yields 
on swaps fell sharply in early 2009. although they 
remained at somewhat elevated levels. The inercased 
issuance and fulling spreads appeared to rcltect impor- 
lanlly the TAI,F program, which had been aniiounecd 
in late 2008 and began opcialion in March 2009, Avail- 
ability of loans to pia-chase automobiles, which had 
declined sharply at the end or2(KI8. rebounded in early 
2009 as some auto finance companies accessed credit 
through the TALF and others received funding directly 
fnim Ihc govemmetil. 

The Busines.s Seclur 
Fixetl liimimeni 

Businesses have eomiiiued to cut buck capital spend- 
ing. w ilh declines broadly based across equipment, 
.software, and structures. Real hirsincss fixed inve.stmenl 
fell markedly in the final quarter of 2008 and Ihc first 
quarter of this year (figure 1 3). The cutbacks in busi- 
ness inve.slment were prompted by a deterioration late 
la.si year ami early this year in the economic and finan- 
cial conditions that influence capikil cxpcndlluies: In 


1.3. Cliange in real business tised investment. 2003 09 
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particular, business oulpul coniracicd .steeply, corporate 
pnifits declined, und crcdll availability remained light 
for many borrow ers. More recently, it appears that the 
declines in capital spending may be abating, and financ- 
ing conditions for businesses have unproved somewhat. 

Real business outlays for equipment and software 
dropped at an annual rale of 34 percent in the lirst quar- 
ter of 2009 after falling nearly as rapidly in the fourth 
quarter. In both quarters, business purchases of motor 
vehicles plunged at annual rales of roughly 80 percent, 
and real spending on high-tech cupiial— conipuicrs. 
soRware, and eominunicalions equipment— fell at on 
annual rale of more than 20 percent. Real inveslnicni 
in equipmeni other than high lech and Iraiisporta- 
lion, which accounts for nearly oitc-half of outlays for 
equipment und solfware, dropped at an annual rule of 
about 3.3 percent in the hrsl quarter alfcr falling at a 
20 percent rale in the previous quarter. The available 
indiealois .suggest that real spending on equipmeni and 
soDware fell further in the second quarter, though at a 
much less pnxipitous pace: Although shipments of mm- 
dclmse capital goods other than transportation items 
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continued to fall m April and May, the rale of decline 
slowed from the flrst-quarier pace. In addition, business 
purchases of new trucks and cars appear to have sta- 
bilized in the second quarter (albeit at low levels), and 
recent sun’eys of business conditions have been gener- 
ally less downbeat than earlier this year. 

Real spending on nonresidenlial structures turned 
down late last year and fell sharply m the first quar- 
ter Outlays for construction of conunercial and office 
buildings declined appreciably late last year and have 
contracted further so far this year Spending on dnll- 
11 % and muiing structures, which had risen briskly for 
a number of years, has plunged this year m response 
to the substantial net decline in energy prices since last 
summer In contrast, outlays on other energy-related 
projects— such as new power plants and the expansion 
and retooling of e.xistmg petroleum refinenes— have 
been growing rapidly for some time now and comin- 
ued to post robust gains through May On balance, the 
recent data on construction expenditures si%gcst that 
declines in spending on nonresidenlial structures may 
have slowed in the second quarter However, weak busi- 
ness output and profits, tight financing conditions, and 
nsing vacancy rales likely will continue to weigh heav- 
ily on this sector 


Inventory Investment 

Businesses ran off inventories aggressively in the first 
quarter, as firms entered the year with e.xtremely high 
uiventory-sales ratios despite having drawn down 
slocks throughout 2008 (figure 14). Much of the first- 
quarter liqutdaUon occurred ui the motor vehicle sector, 
where production was out sharply and remained low in 
the second quarter. As a result, days' supply of domestic 


14. Otaiige in real busiiiess inventones. 2003M)9 
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light vehicles dropped from its peak of about HXi days 
in February to less then TOdaj’s at the end of June, 
closer to the automakers’ preferred level. 

Firms outside of the motor vehicle sector also have 
been making significant production adjustments to 
bnng down uiventories. Factory output (excluding 
motor vehicles and parts) plunged in the first quarter, 
and invcntoiies of nonfatro goods other than motor 
vehicles were drawn down noticeably in real terras 
.According to the available data, this pattern of pro- 
duction declines and inventory liquidation appears to 
have continued in the second quarter as well .Although 
inventory-sales ratios remam elevated in many mdus- 
tnes. some recent busaiess sun'eys .suggest that firms 
have become more comfortable in recent months with 
the current level of invenlones 


Corporate 1‘rof ts mill Business Finance 

UperaUng earnings per share for SJtP 500 firms in the 
first quartet were about 35 percent below their year- 
earlier levels Profitabili^ of both financial and nonfi- 
nancial firms showed sleep declines. Analysts' forecasts 
suggest that the pace of profit declines moderated only 
slightly in the second quarter, although downward revi- 
sions to forecasts for eammgs over the next two years 
have slowed recently 

Business financial conditions in the first half of the 
year were characlenzed by lower demand for funds, 
even asfinaneial condiUans eased somewhat on bal- 
ance Borrowing by domestic nonfinancial busmesses 
fell slightly in the first half of 2tX)9 after havuig slowed 
markedly in the .second half of 2U08 (figure 1 5) The 
comjmsilion of borrowirig shifted with net issuance of 
corporate bonds surging, while both commercial and 
industrial (Cdtl) loans and CP outstanding fell This 
reallocation of borrowing may have reflected a desire 
by businesses to streriglhen their balance sheets by sub- 
stituting longer-temi sources of financing for shorter- 
term sources dunng a penod when the cost of bond 
financing was generally falling In particular, yields on 
both investment- and speculative-grade corporate bonck 
dropped shaqily. and their spreads over yields on com- 
patable-malurily Treasury securities narrowed apprecia- 
bly, as investors' concents about the eumomic outlook 
eased Nonetheless, bond spreads remauied somewhat 
elevated by historical standards 

CJtl and commercial real estate ((2RE) lcndri% by 
commercial hanks were both quite weak tn the first half 
of 2009, likely reflecting reduced demand for loans and 
a fighter lending stance on the pert of Iranks The result.^ 
of the Apnl 2009 Senior Loan Officer Opinion Survey 



84 


10 Monclary Policy Rcpori lo iKe I ongrcss July 2000 


15. Sclci'lcil cumpuncni!* ufncl linarKlng Tor mmlinancial 
coiporale businesses. 2003-(W 





Ntni' tlK diMu Toi Ik ioinpnncnu vxvkT* kndi arc wwoimII)' Hdituwa. 
I k daM foe 200^2 lue cxtriMicd. 

Sm'Ncc; I edcnlHftcncBounl. flow oI hinds data. 


indicated that commercial baiib had tightened (enns 
and stamlards on C&l and CRE loans over the prcced* 
mg three monilis ( figure 1 6). The market for commer- 
cial mortgage-hacked sa;uritie% (CMBS) — an imporlunl 
source oC funding before the crisis— remained shut. 

Both seasoned and initial equity oBerings by nonh- 
nanciat corporations were modest over the first halfof 
200*^ (ligure 17). Equity retirenienls are estinuiied to 
Iravc slowed in early 2fMW from their rapid pace during 


1 6. Net percentage of domestic banks Ughiciung standards 
and increasing spreads on commercial and industrial 
loans to large and medium-sized borrowers. lt)93-2009 
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17. Components of net equity issuance, 2UU3-09 
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lilt second hall'ol'IOOR. As a result, net equity issu- 
ance in Ihc first quiirtcr declined by the sinullesl iimuunl 
since 2m)2. 

Tile credit quality or iionhnaitcial firms continued 
to deicnoraic in the first haff or20fld. The pace of ral- 
iiiji downgrades on corporate bonds increased, and 
upgrades were refattvely few. Delinquency rales on 
banks' C&l brans cominued to increase In Ihc first 
qiuiner. while those on CRT loans rose substantially 
(figure 18). Delinquency rales on conslniclion and land 
devciopmeni loans for one- to four-family residential 
properties increased to more than 20 percent. Banks 
that responded to the Senior Loan Officer Opinion Sur- 
vey eondueied in April 200*) expected delinquency and 
charge-off rales on such loans to increase over the rest 
of 2000, assuming ihai economic activity progressed in 
line with consensus forecasts. 

Financial firms issued bonds at a solid pace, includ- 
ing both debt issued under the Temporary Liquidity 
Guarantee Program of the Federal Deposit Insurance 
Corporation (F'DIC) and debt issued willioul .such guar- 
antees. Fquily issuance by such firms picked up sub- 
sianlially from a very low level following Ihc complc- 
lloii of Ihc SCAP reviews in May. 


The Government Sector 
Feilerul Gimrnmcnl 

The deficit in the federal unified biaigei has increased 
subslamially during ihc cuminl fiscal year. The budget 
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cusik -jssociaied with the Tmublcd Asset Relict' Pro- 
gram (TARP), the consersatorsitip of the motlgage- 
rclaled GSLs, and the fiscal stimulus package enacted 
in February, along wlh the effects of ihe weak economy 
on outlays and tevenucs, have all contribulcd to the 
widening nf Ihc budget gap. CKer Ihe lirsi nine months 
of liscal year 2(KW— fisim October through June— the 
unified budget reenrded a deficit of about S I . I trillion. 
The deficit is expected to widen further over llie rest nf 
Ihe fiscal year because of the continued slow pace of 
ecnnnmie activity, additional spending Increases and 
lax cuts 3s.soelaied with the fiscal stimulus legislation, 
and fuilher costs related to fimincial slahilication pro- 
grams. The budget released by the Office of Manage- 
ment and Budget in May, which included Ihe effects of 
the President's budget prupn.sals. ealeulalcd that the def- 
icit for fiscal 2009 would total more than S 1 .8 uillinn 
( 1 3 percent of nominal GDP), significantly larger than 
the delicil in fiscal 2008 nf S459 billion 1.3 14 percent of 
nwninal GDP|.‘ 

4. I Ik President's Sinlgel includes u placeholder Ua addilinnal 
funds fur liruinaal sudsili/altun proptums that tune not been enacted 
but Imsv an eMiitutlcd hudpet cud of S2.S0 bilirnn 
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19. Federal receipisand e.xpendiittrcs. 1989-2009 
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The decline in economic acHvily has cul da’ply 
tnlo ia.\ receipts so far (his fiscal year (figure 19). Alkr 
falling about 2 percent in fiscal 200K. federal receipts 
dropped about 18 percent in the first nine months of 
fiscal 2009 compared \xilh the same period in fiscal 
2(K1K. The decline in revenue has been particularly 
pronoimced for corporate receipts, which have plunged 
os corporate profits have coninietcd and as fimi.s have 
pre.sumabfv adjusted pa)ineats to lake adx anlage of the 
bonus depreciation provisions contained in the Eco* 
numic Stimulus Act of 2008 and the American Recov- 
ery and Reinv estment Act of 2009. Individual income 
and payroll las rcccipi.s have also declined noticeably, 
refiecting the weakness in nominal personal income and 
reduced capita) gains reali?aliom.^ 

Nominal fedenil outlays have risen markedly of lure 
Alfer iiaving increased about 9 percent in tisca) 2008. 
iHilluys in (he first nine month.^ of fiscal 2009 w ere 
almost 2 ( percent higher than during the same period 
in h.seal 2008. Spending was boosted, in part, by 
S232 billion in outlays recorded for activities under (he 
T.\RP and (he conserv atorship of the GSEs so far (hb 
fiscal year.‘ Spending for income support— particularly 

5. W hilc (he 2009 stimulus plan hat rcUiKtJ individual (axes h> 
iifciuuiSl.thillninHi fnrin fis'ul 2009. the tiunulus iBx rebates in 
2008 Inwcivd individual laves b> about S5U biliinn dvriii}: the same 
period la.M y ear. 1 huv the tax cuu associated with hsvtd suniultiv 
have nut contributed in the )car>«vcr-ycitr dxiinc in individual lax 
receipts 

6. Ill the Munihty Trea-sury Sinicmcins aud tlw Admitiisttaiinirs 
bud^l. holli cqtiil} pua'lwsex nnd dehi-reiiucd inuuatlions under lir 
l AKP arc recorded on a net-pre.%nf-v.ituc buiv. taking! into accoiirit 
market risk, and Ihc fivusury's purchases of Ihe trSE's MBS orv 
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20 Change in real govetmuefit expenditures 
cn ciiruuniptiun and fmeslment. 2003-0*5 
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for unemployment insurance benefits— has been pushed 
up by the cleleiioration in labor market conditions as 
wel I as by policy decisions to expand funding for a 
number of benefit programs Meanwhtk, federal spcnil- 
mg on defense. Medicare, and Social Secunly also has 
recorded sizable mcreases In contrast, net interest pay- 
ments declined compared with the same year-earlier 
penod as the reduction in interest rates on Treasury 
debt more than offset the rise in Treasury debt 
As measured in the national income and product 
accounts (NIPA), real federal expenditures on consump- 
tion and gross investment— the part of federal spending 
that IS a dtfcct component of GDP- tell at an annual 
rate of 4'/i percent in the lirsl quarter following its sleep 
rise of more than S percent in 20CiS (figure 20). Real 
defense spending more than accounted for the first- 
quarter contraction, as nondefense outlays increased 
slightly Hotvever, m the second quarter, defense .spend- 
mg appears to have rebounded and it is likely to rise 
further ui coming quarters given currcntlv enacted 
appropnations 


Federal Borrowing 

Federal debt contmued to mcrea.se m the first half of 
2iX)9. although at a slightly less rapid pace than had 
been posted m the second half of 2008. Despite the con- 
siderable issuance of Trcasiuy securities in the finst half 
of the year, demand at Treasuiy auctions generally kept 
pace, with bid-to-cover ratios within historical ranges 
Foreign custody holdaigs of Treasuiy securaies at the 


recorded on a ncl-present-value b«5i5. Hou'cvcr. equity piuchases 
Grom (be GSEs in coo&ervator^'V arc iccorvkd on a c^i-flow basu. 


Federal Reserve Bank of New York grew steadily over 
the first half of the year. Fails-lo-deliver of Treasury 
sccuntics, which were elevated earlier m the yeatv gen- 
erally decreased after the May 1 implementation of the 
Treasury Market Practices Group's recommendation of 
u m'dndalory charge for delivery failures ’ 


Statu amtlMcal GovernmaU 

The fiscal positions of stale and local gov emnienls have 
delenoraled significantly over the past year, and budget 
strains are particularly acute in some slates, as revenues 
have come m weaker than policvinakers expected At 
the state level revenues from income, business, and 
sales taxes have declined sharply-^ Plans by stales lo 
address widening projected budget gaps have included 
cutting planned spending, drawing down rainy day 
funds, and raising taxes 'and fees. In coming quarters, 
the grants-m-aid included m the fiscal stimulus legisla- 
tion will likely mitigate somewhat the pressures on state 
budgets, but many stales are still e.xpecting significant 
budget gaps for the upcomii^ fiscal year At the local 
level, revenues ha\*e held up fairly well, receipts from 
property taxes have continued to nse moderately, 
reflecting the tj'pically slow response of property’ la.xes 
to changes m home values ^Ncveifiicless, the sharp 
fall in house prices over the past two years is likely to 
pul downward pressure on local revenues before long 
Moreover, many stale and local governments have 
experienced significant capital losses in their employee 
pension tunds m the past year, and they will need to 
set aside money in coming years to rebuild pension 
assets. 


7 Itie fails diarge is inourred wbcua psuiy to a rqwrchase agree- 
mctii or ash traiisaclicin {aib lo deliver Ibe ctaiUacled lYeasury secu- 
nly lo Ibe other pany by (be date agreed upon. The diarge is a sliare 
of Ibe ^-alue of (lie security, where die share is the greater of 3 pcrccni 
(al ai annual ralei minus Ihc target federal fUneb rale <or ihe bottom 
of lire range when (he Federal Open Markd Committee specifics a 
rarigei and zero. Previously, (he prsdice was ihd a failed transaction 
was allowed losdtle on a stibsc^ent dayai an unebansed invoice 
pnoe. therefore, ibe cost of a fail was the lost iotered on the fiinife 
owed ni (he transactioti. which was miaimal when shon-tenn infer est 
rates w ere very low 'The new practice of a fails disirse enarrer Uid 
Ihc lolal cost of a fail is al leasi i percent. 

8 Sales (axes acccuuit for nearly one-half of the ux rescnucs col- 
lected by stale eovcnmienls 

9 Tlic delay between changes in house prices and changes m piui^ 
aiyux revenues likely occurs for three reasons First, property taxes 
are bared on assessed property values Otan the prewous year. Second, 
tu many jurUdictions. asscssneots are required lo lag cooteraporane- 
oiks chaoses m maihd values (cr diey lag laicb changes for admaus- 
native reasonsl. ITiird. many localities ue subiect to suuc limns cn 
Ihc armiuil inoeases hi total property las p^'incnls and property value 
assesmcnis Tfius. increases and decreases! in market prices for hous- 
es tend not lo be lefleLlcd in properly tax bills tor quite some time. 
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Outlays bv stale and loeal governments have been 
restrained by the pressures on their budgets. As meas- 
ured in the NIPA. aggregate real expenditures on 
eonsumplinn and gross investment by state and loeal 
govenunenis— the part of stale and loeal spending that 
is a direct cntnptinenl of UDP— I'cll in birth the fourth 
tlimner of last year and the flrsi quarter of this year, led 
by sharp declines in real construction spending. I low- 
ever. recent data on eonsmtetion expendlliire.s suggest 
that inv cstmcnl spending in the second quarter picked 
up. reversing a portion of the earlier declines. .Stale and 
loeal employment has remained about Hal over the past 
year, although some state and local governments arc 
in the process of reducing outlays for compensation 
through wage freezes and mandatory hirloughs that 
arc not reflecled in the employment llgures 

Stale and Local (iovernment Borrowing 

Un net, bond issuance by stale and local gov ernments 
picked up in the .second quarter of 2000 after having 
bant tepid during the flrsi quarter. Issuance of short- 
lenn debt remained modest, allhough about in line 
with typical seasonal palicms. Issuance of long-term 
debt, w hich is generally used to limd capital spending 
projects or to reliind existing long-term debt increased 
from the sluggish pace seen in the second half of 2(KJX. 
The composition of new issues continued to be skewed 
toward higher-rated borrowers. 

Interest rates on long-term municipal bonds declined 
in April as investors' concents about the credit quality 
of municipal bonds appeared to case somewhat w ilh 
the pus.sage nf the fiscal stimulus plan, which included 
a subsliintial increase in the amount of federal grants 
to states and localities, fliat bill also aided lire ftnances 
of stale and local govemmems by establishing fliiild 
America Bonds, taxable state and local government 
bonds whose interest payments are suKsidized by the 
Treasury at a 35 percent rale. Yields on municipal sccii- 
rilics rose somew hat In May and June, concomiumi 
with the rise in other long-tenn interest rales 
over that period: even so, the ratio nf municipal 
bond yields to those on comparablc-maiurily 
Treasury sccuriucs dropped to its lowest level in 
almost a year. 

In contrast to long-term municipal bond markets, 
conditions in short-term municipal bund markels con- 
limicsl to exhibit substantial strains. Market participants 
continued ro report that the cosi rd'liquidlty .support 
and credit enhancement for variable-rate demand obli- 
gations ( VRDOs) — bonds that combine long raaturi- 
lies with floating short-lcrra interest rales— remained 


substantially higlicr than it had been a year earlier."’ 

In addition, auctions of most remaining tnictiun-ratc 
securities tailed. Some municipalities were able to issue 
new VRDOs. but many lower-rated istuicrs appeared to 
be either unw illing or unable to issue this type of debt 
at the prices that would he demanded of them. How- 
ever. the seven-day Securllies Industry and Financial 
Markets Association swap index, a measure of yields 
for higll-gradc VRDOs, dcdim.il to the lowest lev cl on 
record, suggesting that the market was working well fur 
higher-rated issuers. 


The External .Sector 

The demand for U.S. exports droppcti sharply in Ihc 
first quorler. However, U.S. demand for imports fell 
even more precipitously, softening the decline in real 
(IDK 

Real exports of goods and sen ices declined at an 
annual rate of 3 1 percent in the flrsi quarter, exceeding 
even Ihc 24 percent rate of decline m the Ibiirth quarter 
nf2n0k (figure 21). F.xpoHs in almost all major catego- 
ries contracted, with exports of machinery, industrial 
supplies, automotive products, and sen ices recording 
large decreases. (Fxpons nf aircraft were the cxccp- 
linii, with incrca-scs following the end of strike-related 

lU V KUOv ate usable or m-osaiipt tMiuls dim eanibinc Iimu 
itulunlies with fluiling rtwn-lemi intcivst rales Ibal are ivsel on ii 
weekly, uanlhty, nr uher periodic tsisis. VROCK aim have a cunlruc- 
imI ili|nidit> hrtekviop. lypienlly pmvnieil by a evuimoxial w invest- 
nuni bunk, Ilur ensures Ihal honilboldeis urc able a> ledeem their 
investueni at p«r plus accrued Imcrcst even it' the securities cannot It 
successrulty nunatkeb.'d to other investors. 


2 1 . Chiinee In real imports and exports of giuxls and servrees, 
2002^1 
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protiuctiuii tiisrtipliuns in the t'uurtit qtutrter.) All of our 
major trading partners reduced their demnttd for U.S. 
exports, with exports to Canada. F.urope. aitd Mexico 
exhibiting especially significant declines. Data for April 
and May suggest that exports in the saond quarter 
continued lo fall, although more moderately, rcftccting 
a slowing In the rate of contraction tit foreign c-eonomic 
activity. 

Real iniporl.s of goods and services fell at an annual 
rale of more Ilian 36 percent in the first quarter. The 
drop in imports was widespread across U.S. Hading 
partners, with large declines observed for imports from 
Canada, liurope, Japan, and Latin .Amcrtca. All major 
categoncs of imports fell, w ith imports of machinery, 
automotive products, and uidtcslrial supplies display- 
ing particularly pronounced declines. The sliatp fall 
in exports and imports of aulomolive products partly 
refiecied cutbacks in North American production of 
motor vehicles, which relies heavily on fiows of parts 
and finished vehicles among the United Slates, Canada, 
and Mexico. 

In the first quarter of 201)6. the U.S. current account 
deficit was S406 billion at an annual rate, or a hit less 
than 3 percetti of GDP, considerably naiTower than the 
S706 billion deficit recorded In 2008 (figure 22). The 
narrowing largely reiieclcd the sharp reduction in the 
U.S. trade deficit, with the contraction In real imports 
described earlier being compounded by a sleep fall in 
the V alue of nominal oil imports as oil pn'ces declined. 

Import prices fell sharply in late 2008 and the first 
quarter of this year, but they hav c stabilized over the 
past lew months. This pattern was influenced impor- 
tantly by the swing in prices for oil and non-oil com- 
modities, which turned back up in the second quarter. 
1‘rices Ibr finished goods declined only slightly in the 

2X 05. trade and ciiireni account balances, 2000 09 


23. Prices of oil and nonfuel commodities. 2004-09 



lire (Luo ofc munibh. Die pnee i» lire bfiu pnet ill Wnl Icvu 
mlrmieduk crude od. and ihic bd ubiorvxiiuit Uw neagi: for Ink 1-1.1, 
300V. I be |tricv of winrutl conifliKditin ait mdc.t nf 41 
}innitir>*<omm^it) prkn and c\bmb June inov 
SiH«rx: Ti* oil. die Commvdtiy Rc4«arcli Bureau; ftit noidiKi 
contmodiik*. Imcniutonil Moneiary rtmd 


last quarter of 2008 and the first quarter of this year and 
have increased slightly in rcecitl months 
The price of crude oil in world markets rose consid- 
erably os n the first half of Ibis year ( figurc 23). After 
plunging ftnra a record highofmore than 8145 per bar- 
rel in mid-July 2008 lo a December average of about 
S40, the spot price of West Texas inlcmiediatel WTI) 
enido oil rebounded to about 800 per barrel in mid-July 
of this year. The rebmtnd in oil prices appears lo reliecl 
the view lltal llic global demand for oil has begun lo 
pick up once again. In addilion. the ongoing cITecis of 
previous reductions in OPKC supply seem lo be putting 
upward pressure on oil prices. The prices of longer-term 
fuluics eonlracLs Ibr crude oil have moved up In around 
S85 per liarrcl, reficcling the view that the market will 
conlinue lo lighlett as global demand sirenglhcns over 
the medium term. 
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Niilional Saving 

Total net national saving— that is. the savmg of house- 
holds businesses, and governments, excluding depre- 
cialion charges as measured in the NIPA— fell lo a level 
of negalive I 'A percenl of nominal GDP in the first 
quarter of this year, its lowest reading in the posi-World 
War II period (figure 24). After having reached i'/i per- 
cent of nominal GDP in early 2()06, net national saving 
dropped over the stib.sequeni Ihree years as the lederal 
budget defieil widened suhstanlially and the fiscal posi- 
tions of stale and liK'al govcmmenls delcrioialed. In 
coniiasi. private .saving Itas risen considerably, on bal- 
ance, over this period, as a decline in business saving 
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24, Nci saving. 
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has heen more ihaii olTscl by Ihc recall jiiinp in person- 
al saving. Nalinnal saving will likely remain vciy low 
ihi.s year in lighi of ihe weak ccimomy and ihc probable 
further w idening of Ihe federal hudgcl dcficil. Nonethe- 
less. if noi hoosled over Ihc longer run, pcrsistcnl low 
levels of nalinnal sav ing w ill likely be a.ssucialed with 
holh low rales of eapilal fonnalion and heavy boirow- 
ing from abroad, which would limit Ihe rise in Ihc slan- 
dard of living of U.S. residenLs over lime and hamirer 
Ihe ahiliiy of Ihe naiion lo meci Ihe reliremenl netils of 
an aging population. 

The Labor Market 
Emplnymcnt anil VnemployinenI 

The labor markei delen'oraled signifieanily liinher in 
the hral half of this year as employ meni eonlinued lo 
tall and Ihe unemploymeni rale rose sharply. The job 
losses so far this year have been widespread across 
industries and have brought Ihc eumulallvc decline in 
priv ale anploymeni since December 2007 to more than 
617 million jobs. In rcccni months, however, Ihc pace of 
job loss has nioderaled somewhat. I’riv alc nonfarm pay- 
roll employmeni lell by 670,000 jobs, on average, per 
month from January lo April, hul Ihe declines slowed 
10 3 12,000 in May and 415,000 in June (figure 251. In 
comrosi, tile civilian unemployment rale ha.s cominued 
10 move up rapidly so far this year, climbing 2W per- 
eenlage points belween December 2000 and Jime lo 
9'/j percent (figure 26). 

Virtually all major industries experienced consider- 
able job losses in Ihc first few montlis of the year. More 


25. Net change in pcivale payroll employment, 200.1-09 


Nnn.- Hk «tau an mnililk aid extend ihnnigti June 2009 
ScHliCt: Dvpufimcnltfrtjibiir. BunMuofLubiirStaltiticx 

recently, employmeni declines in many industry groups 
have eased, and some industries have reported small 
gains. The May and June declines in coirsiruction jobs 
were Ihc smallest since ta fall, job declines in icmpo- 
rary help services slowed noticeably, and cmployincnl 
in nonhiuiness scn iccs turned up in May and Increased 
further in .lune. Meanwliile. In ihe manufacturing 
sector, employmeni declines have subsided a bit in 
recent months but still remain suable; job losses in 
this sector have totaled 1.0 million since tlw start of 
Ihe recession. 

In addition lo shedding jobs, linns hav e cut their 
labor input by shortening hours worked. Average week- 
ly hours of production and nonsupervisory workers on 
private payrolls dropped sharply through June. In addi- 
tion. the share of persons who reported (htil they were 
working part time for economic reasons— a group lluti 


26. Civ Ilian unemployment rate. 1 976^ 2009 
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includes individuals whose hours leave heen cut hy their 
employers us well as those who would like to move to 
hill-lime johs but arc uimble to iind them — is high. 

Since the beginning of llie recession in December 
2007. Ihe unemployment rate has risen more than 
4'/: perecniage points. The rise in joblessness luis been 
especially pnmounced for those who lost their jobs 
pcnnaneiiily: these lndi\ iduuls lend to take longer to 
find new jobs lhan those im lempomry layoIJs or those 
who left Uieir jobs voluntarily, and their dlfficully in 
finding new jobs hius been cxaccrbalcd by the ongoing 
weakness in hiring. Accordingly. Ihe median diiraiion 
of uncompleted spells of iinemploymenl has Increased 
fnim 8'A weeks in December 2007 to 18 weeks in June 
2000, and the number of workers unemployed more 
Ilian 15 weeks has moved up appreciably. 

The labtir foree participalion rale, which typically 
w eakens during periods of rising unemployment, 
decreased gradually ihroiigli March but has moved up 
somewhat, on balance, in reccnl months (Irgure 27V 
The emeigenc) unemploy ment insurance programs dial 
were inlrodiiced lost July have likely coniribuled lo Ihe 
higher panicipalion rale and unemployment rote by 
encouraging uiKmploycd individuals to remain in the 
labor force lo continue to look for work. In addition, 
anecdotes suggest dial the impainneni of household 
balance sheets during this recession may have led some 
workers to delay reliremeni and other workers to enter 
Ihe labor foree. 

Other more recent indicalois suggest dial condilinns 
in Ihe labor market remain veiy weak. Initial claims for 
unemployment insurance, which rose dramatically ear- 
lier this year, have fallen noticeably from Iheir peak hut 
remain cicvaicd. and ihe number of individuals receiv- 
ing regular and emergency imemploymenl insunmee 


27. Labor force panicipalion rale. 1976-2007 
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benefits climbed, reaching nearly lU million at Ihe end 
of June. 


Productivity and Labor Comiien.iation 

I abor produclivity has continued lo increase at a sur- 
prising rale dunng Ihe most recent downlum. in part 
because hnns bat e responded lo Ihe coniraciion in 
aggregate demand by aggressively reducing employ- 
menl and shortening the workweeks of their employees. 
According lo die latest available pubILshed data, output 
per hour in Ihe nonfaim business sector iiKrea.scd ol 
on annual rate of about I 'A perceni in the lirsl quarter 
alter rising 2Vi perceni during all of 2008 (Hgure 28). If 
these productivilv cslimales prove lo be accurale. they 
would suggest dial Ihe fundamental factors that have 
supported a solid trend in underlying productivity in 
recent years— such us the rapid pace of technological 
change and ongoing effons hy hmis to use Infoimalion 
technology to improve the cITiciency of Iheir opera- 
tions— remain in place. 

Allemalive measures of nominal hourly compensa- 
lioii and wages suggest, on balance, that increases in 
labor costs have slowed this year in response lo Ihe 
sizable nmouni of slack in labor markcls. Tbc employ- 
ment cost index (ECU for private induslry workers, 
which measures both wages and die cost lo employers 
of providing benefits, has decelerated considerably over 
Ihe past year (figure 29). fhis measure of compensation 
increased less lhan 2 perceni in nominal leims between 
March 2008 and March 2009 alter rising 3% iierecnt in 
each of Ihe preceding two years. Average hmirly cam- 


28. Change in output per hour, 1948-2009 
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29. Measures of change in hourlv cornpcnsniion. 
1999-2009 
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ings of produciton unci noiisupervisoiy workers— a 
more liinely, hui namiwer. measure of wage devcKijv 
mems--havc alsti decelerated significantly, especially 
in recent months. In contrast, compensation per hour 
(CPU) In the nonfarm business sector— an alternative 
measure ofliouriy compensation derived from the data 
In the NIPA —increased about 4 percent over the year 
ending in the first quarter or2n()9. .similar to the rule of 
increase seen during the past several years. 

The much slower pace of overall consumer price 
infiatioit over the past year hiu supported real wage 
growth. Indeed, changes in both broad measures of 
hourly compensalinn— the ECl and CPH — have picked 
up in real terms over the past year, as has the infiation* 
adjusted increase in average hourly eammgs. Nonethe- 
less. 05 noted previously, with (be sharp reduction in 
total hours worked, real wage and .salary income of 
households has fallen over this period. 


Prices 

Headline consumer prices, w hich fell sharply late last 
year with the marked deterioration in economic activ- 
ity and drup-o(T in the prices of crude oil and other 
commodities, have risen at a moderate pace tn) far this 
year. Wliile tlte margin of slack in product and labor 
markets has widened considerably (urlher this year, put- 
ting downward pressure on infiation, many commodity 
prices have retraced part of their earlier declines. All 


30. Change in the chain-t)-pc price indes for personal 
cunsumptlon expenditures. 2003-09 
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laid. iIk chtiin-lype price index for personal consiimp- 
lion expendilures increased ai an annual rale nfaboui 
IV4perccni bclwccn December 20(IS und May 2009. 
compared wilh its V. pcTccnl rise over the 12 months 
of 2008 (figurc 30). Ttiecorc PCIi pnee index— which 
excludes the prices of energy items as n oil as those of 
food und beverages — also has increased at a modeiule 
pace so far this year following especially low talcs of 
increa.se late in 2008. Data for PCIi prices in .lutic arc 
not yet available, but infomtalion IVom tlte consumer 
price index and other sources suggests that total Pt'K 
prices pixsied a relatively large increase that romilh a.s 
gasoline prices jumped: cote consumer price increases 
were modetale. 

Consumer energy prices fiallened out on balance, in 
the first five months or2(K)9 following their sharp drop 
late last year. However, crude oil prices have turned up 
again, with the spot price of WTI rising to aromid S60 
per barrel in mid-July from about $40, on average, last 
Dcecinber. The increase in crude costs lias been pulling 
upward pressure on the pnee ofgiisoline at the pump in 
recent months. In contrast nalumi gas prices comintied 
to plunge over the first half of this year in response 
to burgenning supplies from new wells in Louisiana, 
North Dakota. Pennsylvania, and Texas that boosted 
invciilorics abov e hisloric'al midyear averages. Lon- 
■sumer prices for electricity have edged down so fiir this 
year— after rising briskly through the end of last year— 
a.s Ibssil hiel input costs have continued to decline. 

FiKid prices decelerated considerably in the first part 
of this year in response to the dramatic downlunt in 
spot prices of crops and livestock in the second hallof 
last year. After climbing nearly 6'A percent in 2(818. tlte 
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PCb price indcs for RknI and beverages decreased at an 
annual rale of I percent between December 21)1)8 and 
May 2009. 

Core pet prices rose at an annual rale ofl'/i percent 
over Ihe lirsi live niotilhs of the year, compared with 
iy« percent over all of 2008. The pickup in core infla- 
tion during the first pari of this year reflected, in pan. 
a jianp in the prices of tobacco products associated 
with large inereases in federal and stale exeise taxes 
this spring: excluding tobacco prices— for which the 
large iiicretcses likely were one-off adjusinicnis— 
core inflation was iinchiinged at I Vi peneent over this 
period. Aside from tobacco, prices for other cone 
goods snapped back early this year— following heavy 
discounting at the end of last year in reacUon to weak 
demand and excess invcrilorics— but have iKen little 
changed for the most pan in recent months. In contrast, 
prices for a wide range of non-energy sendees have 
decelerated noticeably flirther this year. 

Stirs ey-ba.scd measures of near-term inflation expec- 
laliims declined late last year and early this year as 
actual headline inflation came down markedly, but. in 
recent months, some measures have moved hack up 
close to their av eiage levels of recent years. According 
to the Rcuteis)llnivcrsiiy ofMichigan Surveys ofCon- 
sumers. median expectations lor year-ahead inflation 
stood at 2.0 percent in the preliminary estimaic for July, 
up from about 2 percent around the turn of the year. 
Indicatois of longer-term inliaiion cxpcviations have 
been steadier over this period. Tlicse expectations in the 
ReutersAJnivcrsity ofMichigan survey stood at 3.1 per- 
cent in Ihe preliminary July release, about the measure s 
average value over all of 21)08. 


3 1 . Spreads on credit delauli swaps for selected b.S. 
banks. 2(8)7-09 
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Strains in short-term funding markets persisted 
in January and Fchruary. A mcasum of stress in the 
inicrbank market. Ihe spiead of ihe London interbank 
olTeted one (Uborl over the rate on comparable- 
maturity overnight index swaps (OISl, rcmaincxi at 
elevated levels early in Ihe year (figure 33). Required 
margins of cullaieral (also known as haircuLs) and bid- 
asked spreads generally continued to he wide in the 
markets lor repurchase agrcemenls backed by many 
types of securities. 

Other financial markets also continued to show 
signs of stress during the fitsi iwo months of the year. 
In Ihe lev eraged loan market, bid prices lemaincd 


nSAyCIAL STABILITY DEl ELOrMfSTS 

evolution of the rinancial Turmoil, Policy 
Actions, and the Market Response 

.Stresses in financial markets iiilensified in the first few 
months of 2009 hut have eased more recently. Credit 
default swap spreads for bank holding companie.s— 
w hich pnmarily reflect invcsiois' assessments of the 
likelihood of those institutions defaulting on their debt 
obligations— rose sharply in early Januaiy on renewed 
concerns that some of those lirnis could face con.vidcx- 
able capital shunfalls and liquidity dilTiculties (figure 
3 1 ). Hquiiy pnccs for banking and insurance companies 
fell in the first quarter of Ihe year as a number of large 
financial institutions reported subslamial losses for the 
fourth quarter of 2008 ( figure 32). 


32. Lquily price indexes fur banks and insurance 
comiMiiics, 2007-09 
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33. Libor miniu overnight index swap rate, 2007 -09 
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close (0 historical lows, and issiiaiKc — particularly of 
loans intended for nonbank lenders— dropped to very 
lou levels (iigure 34). Issuance of securities bucked 
by credit card loans, nonrevolving consumer loaivs. 
and auto loans continued to be minimal in the first fevv 
months of the year, and there was no issuance of t'MB.S 
in the lirst half of 2009 (figure 3S). An jndc.v ha.scd on 
CDS spreads on AAA-rated CMI3S widened and neared 
the peak levels seen in Nos emher. Broad equity price 
indexes conllnucd to fall, and measures of equity price 
volatility remained very high (figures 36 and 37). 

34. Secondary-markci pricing for sjmtiealcit loans. 

2007 09 



JrM Apr. Jut) <Xi ion. A|W. Jut) ()ai inn. ypr. July 


20117 2ll0ft 2IIUM 

Noir Thcduusitfrblly nml extend difougli July 13.300*/ 
Soi'iui: I.STA'TIwtnuonKeiiteni UirUtsM.)rkci Pheiuji. 


Bfturd of Governors oj the Federal Resen e System ! 0 


35. Cross issuance of selected ctmmiercial mortgage^ and 
assci'baokcd securities. 2007-09 
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Nonetheless, a few financial markcLs showed signs 
of improvemenl early in (he year. In the CP market, 
spreads on shoncr-raaiurity AI/PI nonfinancial and 
financial CP as well as on asset-backed commercial 
paper (ABCPi over AA nonfinancial CP declined mod- 
estly (figure 38). Although part of the improvement 
likely refieelcd greater demand from iasiitutional inves- 
tors as short-term Treasury yields declined to near rero 
on lacasion. CP markets continued to be supported by 
the Federal Re.scr\e's Commercial Paper Funding Facil- 
ity (CPFFl. More notably, spreads on shorlcr-matiirity 
A2/P2 CP, which is not eligible lor purchase tinder llte 


36. Slock price indexes, 1998-20119 
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37. Implied S&P 500 volaiiliiy, l‘W8-2009 
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CPKF. also I'cll. In Ihe cor|Kiralc bond markcl. spreads 
nCyields on DBB-raled and speculative-grade hnnd.s 
rdalivc lo yields on coinparable-malurily Treastny 
securities narrowed In January and February, allhuiigli 
they remained at hislorieally high levels (figure .19). 
.Spreads iin 10-year Fannie Mae debt and oplion- 
adjusled spreads on Fannie Mae moilgage-baeltcd 
securities over comparable-maturity Treasury sccuri- 

3S. Commercial paper, 2007 09 
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39. Spreads of corporate bond yields uvercompdrablc 
ofl-thc-run Treasury yields, by seeumics raiing, 
1998-2009 
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tics dropped early in the year, reflecting, in pan. Ihe 
elTeeis of Federal Reserve purchases of agency debt and 
agency MBS (figure 40). Interest rales un 30-year fixed 
rale eonibnniiig mongages also fell. 

in an elTon to help restore confidence m Ihe strength 
of U.S. finiuicial Institutions and restan the flow of 
lending In businesses and households, on February 10, 
Ihe Treasury, the Federal Reserve, Ibc FOIC. the Office 
of the Comptroller of the Cuirencv, and the Oflice of 
Thrifi Supervision announced the Financial Stabilily 

40- Spreads on 10-year Fannie Mac debt and option- 
adjusted spreads on Fannie Mae mortgage-backed 
securities. 2007-4)9 
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Pliui. Tile plan included the Capital Assistance Program 
(CAP), designed to assess the capital needs of deposito- 
ry institutions under a range of ccononiic scenario.s and 
to help increase the amount and strenglhen the qual- 
ity at their capital if nece.s8aiy; a new Public-Private 
Investment Progntin. or PPIP, which would ccunbiitc 
public and private capttal with government financing 
to help banlcs dispose of legacy assets and strengthen 
their balance sheets, thereby supporting new lending; 
an expansion of the Federal Reserve’s TALK program; 
and an exlaision of the senior debt portion of the 
FDIC’s Temporary Liquidity (iuarantec Program 
to October 31, 2(K)9. 

Tile announcement of ihe plan did not lead to an 
immediate improvement in financial market conditions. 
Bank and insurance company equity prices continued to 
decline, and CDS spreads of such institutions widened 
to levels above those observed the previous fall. Market 
participaius were reportedly unclear about the method- 
ology that w ould underlie the assessment of bank capi- 
tal needs. The timing of Ihe announcement of the results 
.md the likely policy responses from this part of the 
CAP— formally named Ihe .SCAP. but popularly known 
as Ihe stress lest— were also sources ofuiicertniniy. 
(CAP and SCAP are described in greater detail in Ihe 
box tilled "Capital Assistance Program and Supeaisory 
Capital Assessment Program.") On March 2, American 
Iniemalional Group. Inc. ( AIG). reported losses of more 
than SW) billion for Ihe fourth quarter of 2008, and Ihe 
Trea.sury and the Federal Reserve announced a resmjc- 
luring of the govcntnienl assislana’ lo AIG to enhance 
Ihe company's capital and liquidity in order lo facilitate 
Ihe orderly completion of its global div esiiture program. 

On March 3, the Treasury and Ihe Federal Rcseae 
announced Ihe launch olTheTALF. In Ihe initial phase 
of llic program, the Federal Reserve ofl'crcd lo provide 
up to $200 billion of three-year loans on a nonrecourse 
basts secured by AAA-ralcd AIJS backed by newly and 
recently originated auto loans, credit card loans, stu- 
dent loans, and loans guaranteed by Ihe Small Business 
Administration, The Treasury’s TARP would purchase 
$20 billion of subordin.’iled debt in a special purpose 
vehicle (SPV) created by Ihe Federal Reserve Bank of 
New York, TIte .SPV would purchase and manage any 
assets received by the New York Fed in connection 
with any TALK loans. The demand for TALF funding 
was initially modest, reportedly on concerns lluil future 
changes m goventmeni policies could ndversely affect 
TALF borTOVvers. 

Financial markets began lo show sips of improve- 
ment in early March when a few large hanks indi- 
cated that they had been profitable in January and 
Febnuuy. Scnlnnem continued to improve after the 


March 17-18 mucling of the Federal Dpen Market 
L'ommiltec (FOMC). at which, against a backdrop of 
weakening economic activity and significant financial 
market strains, the Commiiicc announced that it would 
exjiand its purcha.scs of agency MBS by S7S0 billion, 
and of agency debt by SIWl billion; in addition, it 
would also purchase up to S3U0 billion of longer-term 
Tfeasuiy securities over the next six months. Melds on 
a w ide range of longer-term debt .securities dropped 
substantially within a day of the release of Ihe Com- 
mittee’s slalenicnL First-quarter earnings results pre- 
.mnounced by some large linancial institutions were 
substantially heller than expected, although some of 
the surprise was aitrihuinble to grcalcr-lhan-aniicipated 
eliccis of revisions in accounting rules." h'quity prices 
of hanks and insurance companies rose, and CDS 
spreads for such inslilulions narrowed, although lo still- 
elevated levels. Broad slock price indexes al«) climbed 
and measures of equity price volatility declined. Libor- 
OIS spreads began to edge down. .Spreads on lower- 
rated investment-grade and speculative-grade corporate 
bonds over comparable-maturity Treasury securilics 
also fell, though again to levels that remained high by 
historical standanLs. Bid-asked spreads on speculalive- 
gravtc bonds declined. Similarly, bid-asked spreads nar- 
rowed in Ihe leveraged loan markeL 

Conditions m linancial markets continued lo improve 
in Ihe .second quaner, aided in pan hy the emergence 
of fflon: detail on the SCAP program ami the release 
of its results on May 7. Market participants reportedly 
viewed ihe amount of additional capital that banks 
were required to raise in conjunction with the SCAP 
as relatively modest. With uncertainly about the SCAP 
rcsulLs resolved, and amid the ongoing Improvements in 
financial markets, market panicipanis appeared lo mark 
down Ihe probability ofcsn-emcly adverse linancial 
market outcomes. F quily prices for many large banks 
and insurance companies rose even as substantial equity 
issuance hy banks covered hy the SCAP program added 
10 supply. The secondary market tor leveraged loans 
also showed improvemenL with the average hid price 

It In early April, ibe I iiiaiicial Aecnunlntg StaisJanlv HnarU 
iswctl new giiiituiKV lelatcU bi Fair vulw measurement and rUlH-r- 
itimi-tempmary iinpuirmcno itriTtsl. I he new fair vniue euirlunec 
redueev llie empfiavts to be placed on Itic "liiM Inmvaelton price" 
rn valuing nucis when markets are not active and liaosactioos are 
likely to beliireedordistitsved. the new (ITU giiidiurec will require 
impaimicor write-downs ilnough earnings only for the eredii-rckticd 
psornin or u dehl securjn 's fair value impaimrem when two criteria 
are mec { I r I Ire insiiiutioit docs nor have lire inleni to sell the debt 
.sceurlr), and (7) it is unlikely that lire insiltutum w ill he required to 
sett rbe debt -vecirtity before a foreeasled recovery of rts ertst tarvia. 

11h* two eiumgcvhitvcresultcdinlttglicr fair vatuccslimaievand 
redueliuns to inrpntrrtrenls. irnimwing rnsrilutions' repvnled fusl- 
qutmer etimrngs. 
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Capital Assistance Program and Supervisory Capital Assessment Program 


On February 10. 2009, Ihe Treasury, federal 
Reserve, Federal Depusu Insurance Corporaucin 
(FDIC). Office of ihe Complrolla^ of ihe Currency, 
and Office of Thnfi Supervision announced a 
Capiuil Assistance Program {CAP) lo ensure (hal 
(he largesi banking institutions would be appro- 
priately capualized with high-quality capital. As 
part uf this prog^am, die federal banking supervi- 
sors undertook a Supervisory Capital As^meni 
Program (SCAP) to evaluate the capKai needs of 
(he largest Ll.S bank holding companies (BHCsJ 
under a nicrechallenging economic environment 
titan generally anuopaied. The Treasury and fed- 
eral banking agencies believe it imporiani for the 
largest BHCs to have a capital buffi^ sufficient 
lo withstand losses and allow them to meet the 
credit needs of their customers it the economy 
were to weaken more than expected in order lo 
hdp facilitate a broad and sustainable economic 
rewnrery. 

The SCAP was initiated on February 26. 2009. 
and results were released publicly on May 7, 
2009. U.S. BHCs with risk weighted assets of 
more than $100 billion at the end of 2008 were 
required io participate. The objective of the 
exercise was ud conduct a comprehensive and 
consistent assessment simultaneously on the 
largest BHCs using a common set of alieniaiive 
macroeconomic scenarios and a crKnmon for 
ward-looking conceptual framework. Extensit^ 
information was collected on the characienstics 
of the m^or loan, securities, and trading port 
folios, revenues, and modeling methods of the 
institutions. With Uiis information, supervisors 
were able to apply a consistent and systematic 
approach aaoss firms lo estimate losses, rev- 
enues, and reserves for 2009 and 2010, and to 
determtrie whether firms would need to raise 
capital to build a buffer to withstand larger-than- 
expcclod losses. The SCAP buffer for each BHC 
was sized to achieve a Tier 1 risk-based ratio of 
6 percent and a Tier 1 Common risk-based ratio 
of 4 percent at the end of 2010 under a more 
severe macroeconomic scenario than ejqjected. 

Supervisors took tire unusual step of publicly 
reporting the findings of (he SCAP. The decision 
to depart from the standard pracuoe of maintain 
ing confidenuality of examinauon inlormau'on 
stemmed from the belief that greater dari^ 
around the SCAP process and findings would 
make the exercise moreeffecuve at reducing 


unco-iainty and restoring confidence in financial 
invtitullons.' 

Ffesulis of the SCAP indicated that 10 firms 
would need lo augment ifieir capital or improve 
(lie quality of the capital from 2008:04 levels; 
the combined amount totaled $18S billion, 
nearly all of which is requined lo meet the tar 
get Tier 1 Common risk-based ratio. Between 
(he end of 2008 and the release of the results 
in May, many firms had already completed or 
contracted for asset sales or restructured exist- 
ing capital instrumenu. After adjusting for these 
transactions and revenues that exceeded what 
had been assumed in the SCAP. the combined 
amount of additional capital needed to esiab 
lish the buffer was %1b billion. The 10 firms 
are required to raise the addluonal capital by 
November 9. 2<X)9, 

Since the release of the results, almost all of 
the 10 firms that were asked to raise capital buf 
lers issued new common equity in (he public 
markets and raised about $40 billion; they also 
raised a substantial additional amount of capi- 
tal by exchanging preferred shares to common 
shares and selling assets. Films that do not meet 
their buffer requirement can issue mandatory 
convertible shares to the Treasury in an amount 
up to 2 percent of the insiiluUon srisk weighted 
assets (or higfier on request), as a bridge to pri 
vate capital. In addition, firms can apply to the 
Treasury to excfiange their existing Capital Pur 
chase f^ogram preferred stock to help meet their 
buffer requiremenu To protect taxpayers, firms 
will be expected lo have issued pnvatc capital 
before or simultaneously with the e)u:hange. 

The firms not asked to augment (heir capital 
also raised about $20 billion in common equity 
in May and early lune. Most of these finm and 
others applied for and received approval from 
their supervisors lo repay their outstanding Capi 
lal Purcfiase Program preferred stock. In early 
June, 10 large BHCs repaid about $68 Ixllion to 
Ihe Treasury. A number of banks have also been 
able to Issue debt not guaranteed by (he T DIC's 
Temporory Liquidity Guarantee FVogram. 
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rising considerably; issuance, however, panicularly of 
inslimiional loans, remained very weak. Short-lerm 
interbank funding markets continued to improve, with 
Libor^OIS spreads at one-month tenors declining to 
near prc-ensis levels: spreads al longer tenors also 
fell but remained very high. Demand for TALF funds 
increased in .May and June, particularly fur securities 
hacked by credit card and auto loans. Supported by the 
TALF, issuance of consumer ADS picked up further in 
.May. and it began to approach pre-crisis lev els. .Also in 
May, the Federal Reserve announced that, starling in 
Jtine. CMBS and securities backed by insurance pre- 
mium finance loans would be eligible collateral under 
the TALF. Financial markets abroad also improved 
during the second guarier. reflecting improved global 
economic prospecLs and positive news from the banking 
sector (see '‘International Developments'' for additional 
detail). 

In early June, the Federal Reserve outlined the cri- 
teria it would Use to evaluate applications to redeem 
Treasury capital ftvim participanls in the St Al’. On 
June 17, 1(1 banking inslitutioas redeemed about 
$b8 billion in Treasuiy capital. .At abinil the same time, 
the III banking organisations that had been required 
under ilic SCAP to bolster their capital bufiers all sub- 
mitted plans that would provide sufficient capital In 
meet the required butter iimler the assessment's more 
adverse scenario. On June 25. the Federal Reserve 
announced that while it would e.slend a number of its 
liquidity facilities through early 2010, in light of the 
impnivement in financial conditions and reduced usage 
of some of its facilities, it would trim Iheir sme .and 
adjust some of llteir terms. 

Bunking Institutions 

Profitability of the commercial banking rector, as 
nnrasured by return on assets and return on equity, 
recovered soniewlun m the first quarter alter having 
posted near-record lows in die fourth quarter of 2008 
I figure 41), Profits w ere concentrated at the largest 
hanks and were driven by a rebound in trading rev- 
enue as well as reduced noninterest expense related 
to smaller write-downs of imangibic assets. Smaller 
banks, m contrast, continued to lose money amid 
mounting credit losses. Indeed, al the industry level, 
loan quality delcrioraled snbslanlially from Ihc already 
pour levels recorded late lost year, w ilh delinquciKy 
rales on credit card loans reaching their highest level on 
record ibaek Ui 1901 ), Delinqiieney rales on residential 
mortgages held by hanks soared to It percent Rcgula- 
loty capital ratios improved in the fourth quarter of 
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41 , Conimercial bank profitability. 1988-2009 
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2008 and the first quarter of 2009 as commereial banks 
received substantial capital infusions— likely related to 
funds received by Iheir parent hank holding companies 
under Ihe Capital Purchase Program— while total assets 
declined. Despite a decline in loans oiiLstanding, imibcd 
commitments to fund loans to both households and 
businesses shrank al an annual rate uf more than 
30 percent in Ihc first quarter or20ll9 (figure 42). 

Commercial bank lending contracted at an aitmial 
rale of nearly 7 pcrccnl during the fusi half of 2009, 
reliecling weak loan demand and lighi credit eondi- 
lions. C'&l loans fell al an annual rate of about 14 per- 
cent over this period, partly as a result of broad and 
sustained paydowns of oulstanding loans amid weak 


42. Change in unused bank loan commitments to 
businesses and Iwusebulds. 1990-2(109 
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invesutienl spending by businesses. Some of lliese pay- 
downs also sserc likely related to increased issuance 
of longcr-tcnn corporate debt, as nonlinancial firms— 
especially those rated as imestment grade— tapped the 
cor|iorate bond market. I'RF. Inaas tan olT .steadily, like- 
ly a result of continued weakness in that sanor. Bank 
loans to households also fell over the first half of the 
year, particularly in the spring, as banks reportedly sold 
orseemitiaed large volumes of residential mortgages 
and consumer credit card loans. Loan loss reserves 
reported by large banks increased considerably in the 
second quarter, suggesting continued deterioration in 
credit quality and fiirther pressure on earnings. 

The Senior Loan Officer Opinion Survey eonducted 
in April 21109 indicated that large fractions of lianks 
continued to tighten standards and terms mi loans to 
husine.sses and hou-seholds over the preceding three 
months. For most loan categories, however, the frac- 
tions of banks that reported having done so decreased 
from the January survey. The majority of respondents 
to the April .survey indicated that they cvpected the 
credit quality of their loan portfolios to worsen over the 
remainder of the year. Demand for must types of loans 
also reportedly weakened over the survey period, w ith 
the nuiiccable exception of demand from prime borrow - 
ers for mortgages to purcha.se homes — a development 
that coincided with a temporary rise in applications to 
refinance home mortgages. 

Data Irom the Febniary and May Surveys of Terms 
of Business Lending indicated that the spreads of yields 
on C&l kvans o'er those on comparable-maturity mar- 
ket instruments rose noticeably. The increase in the 
May survey was partly attributable to a steep increase 
in spreads on loans made under eommiimenl. as a larger 
share of loans in the May survey were drawn from com- 
mitnienLs arranged alter the onset of the financial crisis. 


Monetary Policy Expectations and 
Treasury Rates 

The current target range for the federal funds rale. 

(J to % percent. Is in line w ith the lev el that hiveitlurs 
expected at the end ofTOOK. However, over the first 
half of 21)09, investors marked down, on balance, their 
expcetalion for the path of the federal funds rale fur the 
remainder of the year. Faiiy in the year, the markdow n 
was aliributahic to eontinued coneenis aboul the health 
of financial institutions, w eakness in the teal economy, 
and a moderation in inflation pressures. Later in the 
period, FOMC communications indicating that the fed- 
eral fimds rate would likely remain low for on extended 
period reportedly also eoniribuled |o the downward 


revision lo policy expectations. In conlrasl, investors 
marked up their e.\peelalions about the pace w ith which 
policy aceommodaiion will he removed in 2010. likely 
in light of increased optimism aboul the economic out- 
look. Futures quotes cuircnlly suggest that investors 
expect the federal funds rale lo remain within the cur- 
rent target range for the remainder of this year and liven 
lo ri.se in 20 1 0. 1 Invvevcr. uncenalmy aboiu the sixe of 
term premiums and potential distortions en.*atcd by the 
aero lower bound for the federal funds rale eonlinue to 
make il dilticull lo obtain a definitive reading on tire 
policy cxpectnlinits of market participants from futures 
prices. Options prices sugge.st that investor unceriaimy 
about the fimire path for policy increased, on balance, 
during the fiist half of 2009. 

Yields on longer-malurity Treasury saurilies 
incrca.sed substantially, on net. over live first half of 
2009. in response to belter-llvmv-e.xpcctcd economic 
data releases, declines in live weight investors attached 
lo highly adverse economic ouleonvcs, signs of thaw- 
ing in the credit markcLs. technical faelors related In the 
hedging of mortgage holdings, and the large increase in 
the expected supply of such secunlies (figure 43). The 
rise in Treasuiy yields has likely been mitigated some- 
what by the implementation of the Federal Reserv e's 
laige-scale asset purcha.ses, under which the Federal 
Reserve is conducting substantial purchases of agency 
debt, agency MBS, and longer-raaiurily Treasuiy secu- 
rities. On net, yields on 2- and I O-yeat Treasuiy notes 
rose aboul 30 and 1 15 basis points, respeelively, during 
(he fiist half of 2009. with (he rise conecntiated in tlic 
second qiiaiter. afler having declined aboul 200 and 
140 basis points, respectively, during Ihe reeond half of 
2008. 


4.3. Iniercsl rates on selected T rcosuiy seeurilles, 2004-09 
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In conirasi In yields on Ihcir nominal eounlcrparls, 
yields on Treasiuy infmlion-prolcetcd sccurilies (TIPS) 
declined over ihe first half of 2009, which resulted in 
a nuiiecable increase in measured inflation compensa- 
tion— the dillerence between comparable-maturity 
nominal yields and TIPS yields. Inferences about inlia- 
tion cspectalions from inliuiion compensation have 
been difficult to make since the .second lialfof 2008 
because yields on nominal and TIPS issues appear 
to have been afTccted significantly by mosemerns in 
lii|uidity premiums, and because other special factors 
have bulTeted yields on nominal Treasury issues. Some 
of these special fiictors have begun to subside in recent 
months, suggesting that the increase in infiaiion com- 
pensation since year-end is partly due to an improve- 
ment in market fimetioning and other special laclors, 
although ncar-tcmi inliation expectations may have 
been boosted by rising energy prices. 


44. M2 growth rate, 1991-2009 
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Monetary Aggregates and the 
Federal Reserve’s Balance Sheet 

The M2 monetury tic^gaic expanded al an annual rate 
of 7% percent during the first half of 2lXW. reliecting 
robust groNMii in the first quarter and more moderate 
gnmih in the second (figure 44).'^'niis expansion wus 
due in part to the relatively small dilTcrcnee between 
market interest rales and the rates offered on M2 assets, 
us well as an increa.sed desire of tioiiseholds and firms 
to hold sale and liquid assets because of the iinanciul 
turmoil. Strong growth in liquid deposits was partially 
offset by rapid declines in small lime deposits and retail 
money market mutual funds, as yields on the latter two 
assets dropped relative to rates on liquid deposits. The 
currency component of the money sliKk also increased, 
with a notable rise in the first quarter that appeared to 
relied strong demand tor U.S. banknotes from both for- 
eign and domestic sources. The monetary base— essen- 
tially the sum of cutrency in the hands of Ihe public and 

IZ M2 cunMM> oil 1 1 cdirenp) iniisiklv the ITS. Treanirv'. f cklcnd 
Resme Bonb. anU ilk VaulwofijvpiHilor) laoliullim!;; |2l frnvckr'ti 
cheeb i>f nontunk ii<vueni(3|dcfntu)d depu&iw di ctimmercial hanb 
iewludii\R those amounts held by dcposiioiy msiliutioitSc tlir U.S. 
giovemmcnt, and ibreign hanks and oflicifll iimiiuiion^t less cash 
tloms in Uk prtkcm of collection and I’cdentl Reserve tioiii; 

(4) other chcckjititc dcpusiis (ncyututMc order of 'villidnikv al. (V 
NOW. accottnis and auiurmiiic tranafer scrviik iiccmints al depository 
institutions; civdil union shurv draft nceounls; and demtutd dcposils 
at thrift inuilulions); (5) Mvin^ deposits liiK'luilin^ money market 
depiki hocounis). (6) (mall-deita'iminalhm time deposiLs (lime depus- 
iu issued in iintounis of less than S1<Kt,(NH1) tess indKidiial idiremimt 
•uoimi ( IRA 1 and Keogh balances at depositors iaslpuiioru, und 
(7) buliukcs III retail innnes markei ntuiual funds levs IRA and Keogh 
balances at mooo) market nntiual rund.s. 


the ivserve balances of depository institulioas held al 
(he Federal Reserv e— eoiitinucd lo expand rapidly in 
the first quarter of 2009. albeit al a slower pace than in 
Ihe second half of 2008. Tlte expansion ofihe monetary 
base slowed further in the second quarter of 2000. as 
u decline in amounts outstaivding under the Federal 
Reserve's credit and liquidity programs partially offset 
the elfects on reserve balances of the Federal Reserve’s 
large-scale asset purchases. 

The nnnlradilional monetary policy actions 
employed by the Federal Reserve since the onset of 
the cunvnt episode of fmancial turmoil have resulted 
in a considerable expansion of the Federal Reserve’s 
balance sheet (table 1 k On December 3 1 . 2007, prior 
to much of the financial market turmoil, the Federal 
Reserve’s assets totaled nearly S920 billion, the bulk of 
which was Treasury securities. Its liabilities included 
nearly S80U billitm in Federal Reserve notes (currency 
in circulation) and about S20 billion in reserve balances 
held by dcpiisitory instilulions. 

By December 3 1 . 2008, after the introduction of 
several new Federal Reserve politv initiatives, assets 
had more than doubled to about S2.2 trillion. Hold- 
ing.s of U.S. Trea.suty securities had declined by nearly 
onc-half. Al that point, the majority of Federal Ke.serv c 
assets coasisted of credit extended lo depository insti- 
tutions. other central bank.s. and primary dealets.'^ 

The Federal Reserve had extended about $3.^0 billion 
in funding to the CPFF and was providing more than 

13. PniiHuy (k»lcniun:bni)(CHtcaU.7»lhutiDuk*mlJ.S govern* 
tnem Mxuiiiiv* wtih Itur l''«kn>l Ki»crvc ISuok ol New York. 
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I . Selected companents of the l-cdcnil Reserve hal4ncc sheet. 
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S I (10 billion in support of certain crilical institulions. 
The gnnMli In assets was lafxcly funded by an increase 
in resene balances, which, al S8(>0 billion, slighlly 
exceeded currency in circulation. 

Oscrlhc fitsi half of this year, unal I'cdcial Reserve 
a.ssets decreased slighlly, on net, lo ahoul S3. 1 Irillioii, 


Ihough there were large changes In the composition of 
those assets. Holdings of Treasury sccuriiies increased 
lo nearly Sh85 billion, and holdings of agency dcbi and 
MBS rose lo more Ihan S625 billion as a resull of large- 
scale asset purchases. Credil ex tended to depiisilory 
institulions. primary dealers, and oilier market panici- 
panis fell as market functioning improved. The decline 
iniponanlly reflected a decrease in foreign cemral 
banks' draws on dollar lii|uidily swap lines and a runolT 
in credit cxlendcd through the CPFT and the Term .Auc- 
tion Facility (TAF). The amount of credit cxictided in 
.support of certain crilical insiiliilions remained ahum 
unchanged, (hi Ihe liability side, reserve balanecs fell 
somewliar, while eiineney in cireulalion rose. 


l\TER\ATIO\’4L DEVEWPMEmS 
Inicrnatinnal Financial Markets 

During most of die Rrst quarter of 300d, tears dial 
global economic activity would spiral liirtlier down- 
ward led to a sharp sellofFin foreign equity matkels 
and In rising spreads on foreign corporate debt. Stock 
indexes in Europe and Japan fell about 20 pcrecnl. 
and European bank shares fell more than 40 percent 
in response lo weak earnings reports and rising fears 
about the exposure of many Western European banks 
to emerging Europe. Inlerbank funding markets were 
supported by government guarantees of bank debt and 
other policies pul in place during 2008 lo aid wholesale 
funding. These markets remained more stressed than 
before Ihe financial crisis, but iheir funciioning contin- 
ued 10 gradually improve from Ihc serious disarray dial 
nccurrcd Iasi fall. 

Rapidly easing monetary policies in many Foreign 
economics, along with further sale-haven flows into 
Treasary securities, fueled cnniinued dollar apprecia- 
tion ox er Ihc lirsl iwo months of the year. The Federal 
Rcsctv e's broadest measure of ihe nominal iradc- 
weighled Foreign exchange value of die dollar rose 
more dian 6 pcrceni during January and February (fig- 
ure 45 ). However, beginning In March, the dollar depre- 
cialed as Ihe global outlook improved a bit and inves- 
tois accordingly shifted away from Treasury .veciiriiics 
lo riskier a.ssels abroad, reversing the padem observed 
in Ihe fourth quarter of 2008. During die spring, the 
dollar fell mosl sliatply against currencies of major 
commodity-producing economies such as Australia and 
Canada, as the impmvcmcnl in die global oullnok also 
hooslcd Commodily prices (figure 46), Dn net, die Fed- 
eral Reserve's broad measure of Ihc nominal exchange 
value of Ihc dollar is abmil 2 percent lower dian il was 
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<<5. U.S. dollar nomitml cxclunge rate, broad iiidcx. 
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ai llic start ol'Uic year but remains well above its mid- 
2008 lows. 

Stock markets arouiTd the world rebounded in 
the second quarter along with prospects for global 
growth (figure 47). Financial slocb led this rise in 
(he advanced foreign economies as some lame banks 
reported strong earnings growth, whicli benefited from 
the low interest rate cm ironmenu On net. headline 
European sliKk indexes are now about where they 
were at the start of (he year. Equity prices in the eniefg> 


47. E(|ujty indexes m selected advanced Toreign eeoitonties. 
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ing market economies, which were helped both by the 
improved outlook and by an increased willingness 
on Ihc part of inv estors to hold riskier asxeis. are now 
20 to 75 percent higher than at the start of the year 
(figure 48). 

48. Equity indexes in selected emerging market economies, 
2W)7*09 


UmorvrSl. 2007* too 


46. U.S. dollar exchange rate against selected major 
currencies, 2007-09 
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49. Yields on bettchmark goverrunent bunds in selected 
advanced foreign economies, 2007-tJ9 
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Tile decisions nfscvcnil I'orei^ ccniral hanks lo 
en^j!e in nonlradiliunal munelary policies appeared 
lo liave some elTecI on lonper-lcrm inleresi rales (fig- 
ure 49), Yields on long-terra Briiish gills fell SO basis 
points around the March 5 announcemcnl by the Bank 
of England lhal it nould begin puiebasing gosemmenl 
securities, and yields iin European covered bonds fell 
nearly 30 basis points over the week following ihe 
May 7 airaounccmciii by the European I'cniral Bank 
(F.CB) lhai it would purchase covered bonds. I lowever. 
as the eeonomle outiuok improved some in die sec- 
ond quaner. and amid concerns about mourning fiscal 
deficils and debts, yields on nominal bciKhmark bonds 
ruse. On balance, nominal benchmark bond yields in 
major foreign countries are higher than ai Ihe sian of 
the year, even as y ields on infiailon-proleelcd bonds 
have fallen. 


The Finnncial Accoiinl 

The patlem offinancial liovvs between the Uniled Stales 
and the rest of Ihc world was strongly alEcclcd by ihe 
inlensificalion offinancial lumioil in Ihe fall of 3(J0S 
and. more recently, by ihe easing of strains in financial 
markels ( figure 50). In the second half of 200S, U.S. 
investors willvdiew lo some extern from foreign secu- 
rities. and lorcigncrs slowed Iheir purchases of U..S. 
assets. At the same lime, foreigneis noticeably shified 
Iheir purchases away from tl.S. enrporale and agency 
sccurilies and toward safer U.S. Treasury sa-urilies (fig- 
ure 3 1 ). Fur 2008 as a whole, die size of die purchases 


50. U.S. ncl fmaneml inflows. 2004-18) 
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of U.S. Treasury securities by foreigners was unprec- 
edenled. nearly doubling Ihc previoas record. 

The patient of (lows has normalized soincwiini Ihis 
year. The pace of privalc foreign net Treasury purchases 
slowed in die find quarter, and in April Hows mmed lo 
net sales, primarily ofshort-lcnn Treasury scctirjiics, 
signaling some reversal of Ihc fiighi to safely. For- 
eign demand for most other U.S. securities, however, 
remained exiremely weak Ihroughoul the fiist pan of 
2009. Foreigners continued lo sell U.S. corporate and 
agency securities through April, allhnugh they did show 
renewed inleresi in U.S. eorpurale stocks in March, 
April, and particularly May. 

f oreign olVieial insliluiloas resumed strong ncl 
purchases of U.S. assets in Ihe first several inorahs of 
2009. allhough acquisitions remained ceniered on U.S. 


51. Ncl foreign puieltases of U.S. sceuridcs. 2004-09 
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52. Nei U.S. purchases of foreign securiiies. 2004* 00 
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Trcasuiy »».'unliffi. This dcvelopmeni Tallowed net 
sales in the Toiinh quarter oTTOOh as some cmutiries 
sold reserves 10 support their eutreneies; although Tor- 
eign oTReial institutions made large net purchases oT 
Treasury securities, they sold larger arnouitis of other 
U.S. assets, foreign oTIieial acquisitions oTTreastuy 
securities were concentrated in short-tenn hills for 
some months during the tiinler, but ollicial acquisitions 
of long-term notes and bonds liasc been similar lo those 
of hills over the period since February. 

Resumption of portfolio investment abroad by U.S. 
investors in TOUd also pointed to reduced risk aver- 
sion in financial markeus. Following unprecedented net 
infiinvs in diis category in 2008 resulting from U.S. 
residents bringing home their foreign investments, out- 
fiows resumed in earfy 2009 as U.S. investors returned 
to net purchases of foreign securities (figure 52). 

Finally, sinning this year, improvements m the lone of 
interbank funding markets led lo a resumption of net 
lending abroad by U.S. bunks afler a sharp contraction 
of lending in the foimh quarter. As private sources of 
dollar liquidity reemerged, foreign hanks were able to 
repay the lodies they had received from their central 
hanks. These foreign central hanks, in Him, reduced 
the outstanding amounts ofU.S. dollars drawn on swap 
lines from the Federal Reserve. 


Adviinceil Fiireion Economies 

The contraction of economic activity in the major 
advanced foreign economics deepened in the first 
quancr. as financial turbulence, shrinking world trade, 
adverse wealth cfTccis, and eroding business and con- 


sumer enniideiice continued lo weigh on activity. CiDP 
fell particularly sharply in (Jermany and Japan, which 
were hit hard by a eoniraclion in manufacturing exports. 
Domestic demand plummeted across the advanced 
foreign economies, with thiublc-digil declines in invest- 
ment spending and siaahle negative conlributiims of 
Inventones to economic growth. Housing markets also 
continued to weaken in the lirsl qiuirtcr. with prices 
and building activire declining. By the second quarter, 
however, monthly indicators of economic activity in 
these economies began to show some moderation in the 
pace of contraction. Pinchasing managers Indexes and 
surveys of business eonfidcnee rebounded in the secund 
quarter fmm the exceptionally low levels reached in 
the first quarter, while industrial production stabilized 
somewhat. 

Twelve-month consumer price inlintion continued 
to decline during the lirsl half of the year, driven down 
by the fall in nil and oilier commodity prices since mid- 
2flt)8 and the significant increase in economic slack 
(figure 53). Headline Inflation fell lo near or below zero 
in all major ecoiHimies except llie United Kingdom, 
where the depreciation of llie pound late last year ctm- 
Iribuled lo keeping infiatiun annmd 2 pereeni, Exclud- 
ing food and energy prices, the slowing in consumer 
prices in these economies wtis more limited. 

Foreign central banks responded to worsening eco- 
nomie conditions and reduced infiation by aggressively 
cutting policy rates and, in some cases, initiating uncon- 
vetilional monetary casing. The EC'B and Bank of Eng- 
land each reduced its key policy rale 15(1 basis points 
ovci the first half 0(200'). while the Bank of Canada 


53. Change in consumer prices for major foreign 
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54. OlTictuI nr targeted imertsl rau.'s in wiecied 
advanced tareign economies, 2005- 09 
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lowered ils rate 125 basis points (ligurc 54). The Bank 
or Japan, w hieh had already cut the overnight uncol- 
latcralLzcd call rate to 10 basis points, kept ratixs at that 
minimal level. As policy rales I'ell to very low levels, 
central banks implemented noniraditional policies lo 
provide fimher support lo activiiy. The Bank nf Eng- 
land esiablislicd an Asset Purchase Paeilily to purchase 
up lo £ 1 25 billion in government and corporate debt; 
the Bank of Japan announced that it would Increase ils 
purchase of Japanese govcniment bonds, including 
longer-tenn bonds, and would purchase commercial 
paper oulnght; and Ihe ECB announced plans In pur- 
chase as much as £60 billion in covered bonds over 
die nesi year and conducled its lirsi one-year linanclng 
operallons on June 24, allocaiing £442 billion. 


Emerging Market Economies 

fhe global linancial crisis look ils loll on the emeiging 
market economics as well. After falling steeply in the 
fourth quarter, eeonomic activity conlnicled sharply 
again in ihe first quarter. 1 lowevcr. recent data cm busi- 
ness sentiment, production, and rciail sales suggest that 
economic activity may be starting lo recover. 

Among the larger developing economics, only China 
and India have maintained positive growth during Ihe 
global slowdown. Chinese growth was supported in 
the first quarter and boosted significantly further In 
Ihe second quarter hy a large fiscal stimulus package, 
which tbeused on inlrastruclure im eslmem, and by an 


enomious jump in crcslil growth. India's economy also 
was supported by fiscal stimulus and was relatively 
insulated from the negative global shock because it is 
less open. Elsewhere in emerging Asia, Ihe economies 
of Hong Kong, iMalay.sia, Singapore. South Korea. Tai- 
wan. and Thailand all eonlracled at double-digit annual 
rales in at least one quaner. in line with their deep inide 
and financial linkages w ith the global economy. More 
recently, however, indicators such as Industrial pnalue- 
lion have turned up in some of these counlries. In addi- 
tion. evports, although they remain weak, have edged 
higher in some countries, partly because of stimulus- 
driven demand from China. 

Economic activity in Me.sieo oontraeicd sharply late 
last year and again in Ihe first quarter, owing largely lo 
Mexico's strong lies to Ihe United Stales. The outbreak 
of Ihe II I Nl virus was a significant drag on Mexican 
ccunumic activity in the second quaner. In addition, the 
economics of .Mexico and some other Latin American 
countries continued lo he negatively alTected by the 
sharp fall in commodity prices in Ihe secimd hairoflasl 
year. However, as in Asia, indicstrial proiliiclion in sev- 
eral Latin American cnunnics has recently lunicd high- 
er. In Brazil. Ihe automobile sector, which lias received 
guvemmeni suppon. appears to have led a rebound in 
output. 

Several countries in emerging Europe continued lo 
experience intense financial .stress and sharp economic 
contractions in the first quarter, with activity declining 
at an especially precipitous rale in Latvia. The region 
has faced external financing difticullies as a resull of 
large external imbalances and high dependence on 
foreign capital flows. Hungary, Latvia, Romania, and 
Ukraine arc among die eouniries Ihui have received 
nfticial assistance Irimi the Inleraalional Monetaiy 
Fund. 

As the global economy has slowed, inflation in 
emerging market economies has diminished. Inflation in 
emerging Asia has decreased significantly, especially in 
China where consumer prices in June were below their 
ycar-carlicr levels. Reduced price pressures and weak 
economic growtli prompted significant monetary casing 
in sev eral Asian emerging market economies. Infia- 
tion in Latin America has fallen less shruply. Notably, 
Mcvican inflation remains near ils rca-itl higli, due in 
part lo pass-through Irom die peso’s depreciation earlier 
this year. In these circumsianees, monetary easing has 
taken place in Latin America, but nomiiml interest rales 
remain somewhat higher than in Asia. Many emerging 
market economies hat e undertaken fiscal stimulus this 
year, although the degree has varied and all stimulus 
packages bavre been smaller than that in China 
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Part 3 

Monetary Policy: Recent Developments and 
Outlook 


Monetary Policy over the First Half of 2009 

0\ XT (he second half of 2008, the Federal Open Mar- 
led Committee (FOMC) eased lire stance of mondaiy 
policy hy decreasing its target for the federal lunds rate 
from 2 percent to a range K'tw cen 0 and '/> percent and 
took a iiumher ol’additional actions to increase liquidity 
and improve the lunctioning of financial markets (figure 
55). During the first half of200O. the FOMC maintained 
its target range for the federal funds rale of 0 to '/< per- 
cent, and it extended and modified the nontradiiional 
policy actions taken previously. 

The data reviewed at the January 27-28 FOMC 
meeting indicated a conlimied sharp conlraelion in 
economic activity. The housing marker remained on a 
steep downward trajeetoty. consumer spending contin- 
ued its significant decline, the slowdown m business 
equipment investment irttcnsificd, and foreign demand 
had weakened. Conditions in the labor market had con- 
tinued to deteriorate rapidly, and the drop in indu.sirial 
prrrduetion had accelerated. Headline consumer prices 
fell in November and Dccenrher. reliecling declines in 
consumer energy prices; core consumer prices were 


about fiat in those months. Although ervdit condilions 
generally had remained light, .some financial morkeLS— 
particularly those that were receiving support Itorn 
Federal Reserve liquidity lacilities and other govern- 
ment actirms — exhihited modest signs of improvement 
Meeting participants— Federal Reserve Board gover- 
nors and Federal Reserve Bank presidents— anticipated 
that a gradual recovery in li.S. economic activity would 
begin in tbe second half of the year in resporesc to mon- 
etary easing, additional fiscal stimulus, relatively low 
energy prices, and continued efforts by the government 
to stabiliw the financial sector and increase the avail- 
ability of credit. C ommince members agreed that 
keeping the target range for the federal funds rate at 
tl to '/< percent would be appropriate. In iLs Janu- 
ary statement, the FCtMC reiterated that the Federal 
Reserve would use all available tools to promote the 
rcsumptiivn of sustainable catnomic growth and to pre- 
serve price stability, fhe Cnmmillee also staled that, in 
addition to the purcluiscs of agency debt and mortgage- 
backed securities (MBS) already under way, it was 
prepared to purchase l(tngcr-lerm Trea.vury securities if 
evolving circumsianccs indicated Hut such transactions 
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would be paniculurly elTective in improving conditions 
in private credit markets. The Committee indicated 
that it would continue to monitor carefully ihe size and 
eoniposilion of Ihe hedenal Reserv e's balance sheet 
In ligltl ol'evolving Knancial market developmenLs, It 
would al.so continue lo assess wTicIhcr expansions of. or 
modihcaiions to. lending I'aciliiies would serve to fur- 
ther support credit markets and economic activity and 
help preserve price stability. 

On February 7, 200d, the Committee met by confer- 
ence call in a joint session with Ihe Board of (Jovermirs 
to discuss Ihe potential role of Ihe Federal Reserve in 
the Trea-suiy's forthcoming FinaiK'ial Stability Plan. The 
Federal Reserve's primary dimcl rule in Ihe plan would 
be through an expansion of Ihe previously lumoimccd 
Term Asset-Backed .Securities Loan Facility (TALF), 
which would be suppxirtcd by additional funds from Ihe 
Treasuty’s Troubled Asset Relief Program (TARPI. It 
was anticipated that such an expansion woidd provide 
additional ussislanee lo financial markets and institu- 
tions in meeting the credit needs of lurtLseholds and 
businesses and thus would support overall exonomic 
activity. 

At Ihe March FOMC meeting, nearly all participants 
indicated that economic conditions had deicrioiuied 
relative lo Ihcir expectations at lla; lime of Ihe January 
meeting, tconomie activity continued to fall sharply, 
with widespread declines in payroll einployroent and 
industrial production. Consumer spending had remained 
fiat at a low level, Ihe housing market weakened further, 
and nonrcsidetilial coiisiruction fell. Business spending 
on equipment and soliwarc had continued lo decline 
across a broad range of categories. Despite the cutbacks 
in production, inventory overhangs appeared lo have 
worsened in a number of areas. Of parUeular note was 
Ihe sharp lall in foreign economic activity, which was 
having a negative effect on U.S. exports. B<ilh headline 
and cote cimsumer prices had edged up in January ,ind 
February. CrerUt conditions remained very tight, and 
linancial markcLS continued to be fragile and imsellled, 
with pressures on linancial institutions generally having 
intensified over Ihe past few months. Overall, partici- 
pants expressed concern about downside risks to an 
ouiliHik for activity that was already weak. Nonethe- 
less, looking beyond the very near term, parlicipunis 
saw a number of market Ibrccs and policies llren in 
place as evenlually leading to economic recovery. Nota- 
bly. the low level of mortgage interest rales, reduced 
house prices, aiul the Administration’s new programs 
10 encourage mortgage refinanang and mitigate fore- 
closuies ultimately could bring about a lower ciHl of 
homeovv'iiership, a sustained increase in home sales, and 
a siabiliralion of liouse prices. 


In light oftk' deterioniliun in die economic situation 
and outlook. Committee members agreed tlial substan- 
tial additional purchases of longer-term assets would 
be appropriate. In ils March statement, the Committee 
announced that, to provide greater suppon lo mortgage 
lending and housing markets, it would increase Ihe 
size of the Federal Reserve’s balance sheet fimher by 
purchasing up lo an additional $7.10 billion of agency 
MBS. bringmg ils total purchases of these securities to 
up to S 1 25 trillion in 2000, and that it would increase 
ils purchases of agency debt Ibis year by up lo SIOO bil- 
lion lo a total of up lo $200 billion. Moreovet. lo help 
improve conditions in private credit markets. Ihe Com- 
mittee decided lo purchase up lo $3110 billion of longer- 
term rreasury securities over the next six mnnlhs. The 
Comniillcc decided lo maimaiii the target range for 
the federal fimds rate at II lo '/< percent and noted in 
ils March stoiemem that it anticipated that cconoimc 
conditions were likely to warrant execplionally low 
levels of the federal funds rale fnr an extended period. 
Tile Commitlee also noted that Ihe Federal Reserve had 
launched the TALF lo facililale the extension of crcxiil 
lo households and small businesses, and it aniieipaled 
lhat the range of eligible eolloleral for this faeihiy wa.s 
likely to be expanded to include other financial assets. 
Tile Commitlee staled that it would continue lo care- 
fully monitor the size and eorapvisilion olThc Federal 
Reserve's Ksloncc sheet in light ofcvolving financial 
and economic dexelupmenis. 

On March 23, Ihe Federal Reserve and the Treas- 
ury issued a joint slalenteiil on Ihe rule of the Federal 
Reserve in preserving financial and monelary stability. 
In Ihe slaiemem, the Federal Reserve and the Treasury 
agreed to continue to cooperate on measures to improve 
Ihe stability and functioning of the linancial system 
while minimizing ibc associated credit risk to the Fed- 
eral Reserve and preserving the ability of Ihe Federal 
Reserve lo achieve its monetary policy objectives. The 
two gov cmmcni emilics also agreed lo work together 
with the Congress on a eomprehensive resolution 
regime for syslemically important financial inslitulions, 
and ihe Treasury promised to remove Ihe emergency 
loans Tor syslemically imporlani institutions irom Ihe 
Federal Reserve’s balance sheet over lime lo Ihe extent 
ils authorities permit. 

At the FOMC meeting on April 2S and 29, partici- 
pants noted that the pace of decline in .some compo- 
nents of final demand appeared to have slowed. Con- 
sumer siKiiding firmed in Ihe first quarter after dropping 
markedly during the second half of 2008. Housing 
activity remained depressed but seemed to have lev- 
eled olT in Febmary and March. In contrast, businesses 
luid cut production and employment substantially In 
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recciil months— rcdcuiiig. m part, iinentory overitnngs 
(hat had persisted into the early part of the year— and 
Used investment continued to contract. I leadline and 
core cimstimcr prices nisc at a moderate puce ot er the 
Arst Airee montIts ot'the year. I’articipanls noted that 
tlnancial market conditions had generally strengthened, 
and surveys and anecdotal lepons pointed to a pickup 
in hou-sehold and business conAdenee, which nonethe- 
less remained at very low levels. Yields on Trcasiuy 
and agency securities had fallen after the release of the 
March FOMC statement, which noted die increatsc in 
planned purchases of longer-term securities. However, 
this initial drop was subsequently reversed amid the 
improved economic outlook, an easing of concerns 
ahtiul tlnancial inslituliuns. and perhaps some unwind- 
ing of Aight-lo-quality Hows, Participanls anticipated 
that the acceleration in Anal demand and economic 
activity over the next few quartets would be modest, 
w ith growth of consumption e.xpeiulilures likely to be 
restrained and business investment spending probably 
shrinking further. Looking fiuther ahead, patlicipanLs 
considered a number of factors that would be likely to 
restrain the pace of economic recovery over the medi- 
um term. Strains in credit markets were expected to 
tccede only gradually as Ananeial institutions conimiied 
to rebuild their capital and remained caulioits in their 
approach to asset-liability management especially giv- 
en that the oullook for credit pcrfonnance would prob- 
ably remain weak. Iloitsehulds would likely coniinuc 
to be cautious, and their desired saving rales would he 
tx'lalivciy higli over the extended period dial would be 
required to bring their wealth back up to more normal 
levels relative to income. TIte stimulus ftom Ascal pol- 
icy was expected to diminish over time as the govern- 
mem budget moved to a sustainable path Demand for 
D.S, exports wtudd alsti lake lime Ui revive. reAccting 
the gradual recovery of economic activity in our major 
trading partners. 

Against this backdrop, the FOMC indicated thoi it 
would maintain the target range for the federal funds 
rale at 0 to Vi percent and anticipated that economic 
conditions would be likely to warrant exceptionally low 
levels of the federal funds rate for an extended period 
The Committee reileraleJ that, to provide support to 
moitgage lending and housing markers and to improve 
overall conditions in private credit markets, the Federal 
Reserve would purchase a total of up to SI.25 trillion 
of agency MBS and up to S2A0 billion of agency debt 
by the end of Ate year. In addition, the Federal Reserv c 
would buy up to S3IK) billion of Treasury securities 
by auttunn. The Committee would continue to evalu- 
ate tile liming and overall amounts of its purchases of 
saarrities in light of the evolving economic oullook and 


conditions in Ananeial markets. The Federal Reserve 
was facilitating the extension of credit to liouscholds 
and businesses and supporting the functinntng of Anan- 
cial markets through a range of liquidity programs. The 
CommiAce indicated that it would continue to care- 
fully monitor the size and composition of the Federal 
Reserve's halatKC sheet in light of Ananeial and eco- 
nomic dcvelopmenis. 

The inforniation reviewed at the June 23-24 FOMC 
meeting suggested dial the economy remained weak, 
thoitgh declines in activity seemed to be lessening. 
Consumer spending appeared to have stabilized, sales 
and starts of new homes Aallened (xn. and the recent 
declines in capital spending did noi look as severe as 
those that had occurred around the turn of Ate year. At 
the same Ame, labor markecs and iridustrial produc- 
tion continued to deteriorate sharply. .Apart trorn a 
tax-induced jump in tobacco price.s. consumer price 
InAatiun was fairly quieseenf in rccenr months, aldiougli 
an upturn in energy prices appeared likely to boost 
Itcadlinc inAation in June, C'vmdilions and sentiment 
in Ananeial markets had continued to show signs of 
improvement since the last meeting. The results of 
the Supervisory Capital Assessment Program (SC.AP) 
were positively received by Ananeial markets, credir 
default swap spreads of banking organizaunns declined 
considerably, and the institutions involved in the SCAP 
were subsequently able to issue signiAcam amounts of 
public equity and nonguaninleed debt. The luncliuning 
of short-lenri funding markeLs improved, broad slock 
price indexes increased. ,xnd spreads on corporate bond,v 
continued to narrow. Nominal Treasury yields climbed 
steeply. reAcclfng investonv' perceptions of an improved 
economic oullixik, a rwetsal of Aighr-lo-qualily Hows, 
and technical liiclors related to die hedging of mortgage 
holdings. 

In its June statement, the FTiMC reiterated that it 
would employ all available tools to promote economic 
recovery and preserve price suibiliiy. It noted that it 
would maintain ifs target range fur the federal binds 
rate al It to 'A percent and ctniliiiued In anticipate that 
economic conditions would likely vvarranl cxceplion- 
ally low levels of the federal binds rale for an extended 
periiHl. The FOMC indlealcd that, as it had previously 
announced, to provide support to mortgage lending and 
bousing mrukcLs and to improve overall conditions in 
private credit nrarkcls. the Federal Reserve would pur- 
chase a total of up to SI.25 trillion of agency MBS and 
up to S20(l billion of agency debt by the end of live year. 
In addition, the Federal Reserv e would buy up to S3III) 
billion of Treasury securiues by autumn. The Commit- 
tee noted dial It would eonlinuc to evaluate the liming 
and overall amounts of Its purchases of securities in 
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light of titc evolving economic outlook and conditions 
in financial imirkels. The KOMC also stated that the 
Pedcnl Reserve was monitoring the si/c and composi- 
tion of its halancc sheet and would make adjustments to 
its credit and liquidity programs as warranted. 

Conditions in financial markets had Improved nola- 
hly hy the end of June, ahhough market functioning in 
many arctui remained impaired and .seemed likely to 
remain strained for some lime. Usage of some of the 
Federal Reserv e's liquidity programs had also decrea.scd 
in recent months. Against this backdrop, on June 25, the 
Federal Reserv e annouitced c.xtensions of and modifica- 
tions to a number of its liquidity programs (sec table 2 
fora summary ot the elianges).“Tltc Federal Reserve 
noted that the Board and the FOMC would continue to 
monitor closely the condition of financial markets and 
the need for and cflcclivcncss of the Federal Reserve's 
special liquidity facilities and arrangenicnis. Should the 
recent iinprovcnients in market conditions continue, the 
Board and the FOMC aniieipalcd that a number of the 
facilities might not need to be extended bey ond Febru- 
ary 1. 2010. However, if financial stresses did noi mod- 
erate as expected, the Board and the FOMC were pre- 
pared to extend the lenns of some or all of the facilities 
as needed to promote financial stability and economic 
growth. The public would receive timely mrlicc of 
planned exteiuions. di.scomiiuuilions. or modifications 
of Federal Reserve programs. The next section of this 
report, “Monetary Policy as the Economy Recovers,” 

14, Fur more Jelalls, ore ItiwrO of Guvemoo of the FeJenil 
Kesenc Sysrem (2IIOV|. “FeUcnil Keserve .Annuuncis Fxiensioiw 
of and Modittcaliims lo a Numiter of Its Liquidlly Progrimts." 
press relreue, June 25. nww.fcdcralrcscfve,pov/nevv.scvciii!Vpres.s 
monetuiy ynoaoSISa.hlm. 


has ftiither discussion related to the evolution of these 
programs. 

Over the first halfuf the year, ihe Federal Reserve 
also undenooka number of initiatives to improve com- 
munications about its policy actions. These initiatives 
are described more fully in Ihe box tilled "Federal 
Reserve Initiatives lo Increase Transparency.” 


(Monetary Policy as the F.cononiy Kccovers 

At present, the focus of iiionclarv policy is on siimulai- 
ing economic acllvhy In order lo limit Ihe degree lo 
which the economy falls short of full employment and 
to prevent a sustained decline In iiiflaiion below levels 
eonsisleni with the Federal Reserve's legislated objec- 
tives. Economic conditions are likely lo warrant accom- 
modative monetary policy for an cxlendcd period. At 
some point, however, economic recovery w ill take hold, 
labor market conditions will improve, and the down- 
ward pressures on infialion will diminish. When this 
process has advanced suHIcienlly, Ihe stance of policy 
will need lo be lighleiicd lo prevcnl inflation from rising 
above levels eonsisleni w ith price stability and lo keep 
economic uctivily near iLs maxiniuin su.stainable level. 
The FOMC is confident that it has the necessary tools 
lo wilhdravv policy accommodation, when such action 
becomes appropnaie. in a smtanh and timely manner. 

Monetary policy actions raken over the past year 
have led to a considerable increase in Ihc assets held 
by the Federal Reserve. This increase in assets reflecls 
both ihe expansion of Federal Reserv e liquidily lacili- 
lies and Ihc purchases of longer-term securities. On the 
margin, the extension of credit and acquisition of assets 
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Federal Reserve Initiatives to Increase Transparency 


The Federal Reseive took a nunibei ol ttoniradi- 
lional policy actions durifig the cmrenl e^sude 
of financicd turmoil. In late 2008, Chairman 
Bemanke asked Vice Chairman Kohn to lead a 
review ot how Federal Reserve disclosure poli- 
cies should be adapted to make more informn- 
uon about tiiese prograim available to tlie public 
and to die Congress. A guiding principle of 
die review was dial die Federal Reserve would 
seek to provide to the public as much infbrma 
uon and analysis as possible, consistent with us 
olyectives of promoting maximum employment 
and price stablliiy. The Federal Reserve sul>s6 
quently created a separate seaion of its website 
devoted to providing data explanations, and 
analyses of its lending programs and balance 
sheet, ' Postings in the first half of 2009 included 
additional explanatory material and details about 
a number of Federal Reserve credit and liquidity 
programs, the annual financial statements of the 
12 Federal Reserve Banks, the Board of Gover- 
nors. and Ute limited liability companies (LLC^ 
created in 2008 to avert the disorderly failures of 
The Bfflr Stearns Companies, Inc., and American 
International Group. Inc. as well as the most 


1 Tht5Sic<iOflDittia8oarotw9cene<SfvBiiaaajTVAtfw 
leJminMrve.gov/rriorHtafyDcticy^Cotnini 


recent reports to the Congress on the Federal 
Reserve's emaigency lending programs. 

On June 10. the Federal RtWve issued the 
first cil a scries of monthly reports to provide 
more information on its aedii and liquidity pro 
grams ^ For many of those progrems, the new 
information provided in the report includes the 
nurrtier of borrowers and the amounts borrowed 
by type of insiiluuon, collateral by type and 
credit rating, and data on iheconcentmtion ol 
berrowing. The re|X)n also includes information 
on liquidity swap usage by country, quarterly 
income earned on different classes of Federal 
Reserve assets, and asset distribuuon and other 
informauon on die ILCs In addition the report 
summarizes and discusses recent development: 
across a numljer of Federal Reserve proyams. In 
addiUon to the new report, the Federal Reserve 
l^rik of New York recently made avaiiaide the 
investment management agreements related to 
its financial stability and liquidity activities. * 

2 Secret ol Governors oim»rso»«Re^wS^aiirTi 
(2CQ91. Fccoral Rtstw Syrtm Monthly Roport on CmRi »nd 
UqtA/Ry Fngwm omt Ihe Botonco Shoti (Wsmngion SoarO 
ol Gcv«nt9s. iJiyL vw/m (vorsMcurva ^ov/rHoVmontnyciu 
:j«pcrT2CC907.|«il. 

1 fiocrai ttsearv^ ftani ofNaw'iorc (2009) *Wr«oi Infa- 
mtnen,' iiVMvnev^«M«d« 9 (aii>jiniflraaNdn(]or,in(err!a 
tion ntnu 


by the Federal Reserve has been funded hy crediting 
the reserve accounts of depository institutions (hence- 
forth referred to as banks). Thus, the increase in Federal 
Reserve assets has been associated with substantia) 
grovtlh m banks* reserve balances, leaving the level 
of reserves far above that typically observed when 
short-term interest rates were significantly greater than 
zero. 

To some extent, a contraction in the stock of reserve 
balances will occur automaiically as financial txmdi- 
tions improve In particular, most of the liquidity facili- 
ties deployed by the Federal Reserve in the current 
period of financial turmoil ere priced at a prem turn over 
normal interest rate spreads or have a mmimum hid rate 
that IS high enough to make them unattractive under 
noniial market conditions Thus, the sizes of these 
pre^rams. as well as the stock, of reserve balances they 
create, will tend to dimmish automatically as finan- 
cial strains abate Indeed, as noted elsewhere in this 
report, total credit extended to banks and other market 
participants (excluding support of onlical tnsUtulions) 


dcclmed from about SI 5 inllion as of December 31, 
2008, to less than S600 billion as of July !5. 2009. as 
financial conditions improved In addition, redemp- 
tions of the Federal Reserve's holdings of agency debt, 
agency KfBS, tind longer-term Treasury securities are 
expected to occur at a rate of SlOO billion to $200 bil- 
lion per year over the nc.xi few years, leading to further 
reductions m reserve balances 

Bui even afier lending facilities have wound down 
and holdings of br^-term assets have b^un to run off. 
the volume of assets on the Federal Reserve’s balance 
sheet may remain very large for some time Without 
additional acboas. the level of bank reserves would 
continue to remam elevated as well. 

Despite continued huge holdir^ of assets, the Fed- 
eral Reserve will have at its disposal two broad meaas 
of tightening monetary policy at the appropriate time. 

In principle, either of these methods would sufifice to 
raise short-lena interest rales; however, to ensure effec- 
treeness. die Iwo methods will most likely be used m 
combination 
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The firsl mclhod for tighicniiig monelar)' policy 
relics on liic aulhorily that llie Congress granted to the 
Federal Resersc last fall lo pay interest on the balances 
niainlaincd by banks. By raising the rale it pays on 
battles' reseis'c balances, the Federal Reserve will be 
able lo lighten inonetaiy policy by inducing increa.ses 
in the lederal funds rate and other shorl-lcmi market 
interest rates. In general, banks will not supply funds lo 
the money market at an interest rale lower than the rale 
they can cam risk free at the Federal Reserve. More- 
over. they should compete lo borrow any binds that are 
offered in llie market at rales below ihe rale of interest 
paid by the Federal Reserve, as such borrowing allows 
them to earn a spread without any risk. Thus, raising 
the interest rate paid on balances that hanks hold at the 
Federal Reserve should provide a powerftil upward 
influence on shotl-term market interest rates, including 
the federal funds rate, without tlic need lo drain reserve 
balances. A number of foreign central banks have been 
able to maintain overnight interbank interest rales at or 
above Ihe level ofinlcresl paid on bank reserves even in 
Ihe presence of unasually high levels ofreserve balanc- 
es (sec the box tilled "Foreign I’.xperience with Interest 
on Reserves"). 

IFcspiie this logic, Ihe federal funds rale has been 
somewhat lower than the rale ofintcresl bonks earn on 
reserve balances; Ibe gap was especially noticeable in 
October and November 20118. when payment of inter- 
est on reserves first began. This gap appears lo have 
reflected several laclors: First, the Federal Reserve is 
not allowed lo pay iniaesi on balances held by mm- 
deposilory institutions, including some large lenders 
in Ihe federal funds market such as the government- 
sponsored enterprises (OSEs). Such institutions may 
have an incentive lo lend at rales below the rale that 
banks receive on reserve balances. Second, the pay- 
ment of interest on reserv es was a new policy at Ihe 
lime thill the gap was particularly noticeable, and banks 
may tun have had lime lo adjust their operations to the 
new regime, Thiid, Ihe unusually strained cimdilions 
in financial markets at that lime may have reduced Ihe 
willingness ofbanks to arbitrage by borrowing in the 
ledemi hinds market at rales below Ihe rale paid on 
reserve balances and earning a higher rale by increas- 
ing their deposits at the Federal Reserve, The latter 
two factors are not likely to persist, particularly as Ibe 
economy and financial markets recover. Moreover, if. as 
Ihe economy rccovcts, large-scale lending in the federal 
funds maikel by nondeposilory institutions Ihrealeas to 
hold Ihe federal funds rale below its target. Ihe Federal 
Reserve has various options to deal with the problem. 
For example, it could offer lhe.se instilutioas the option 
of investing in reverse repurchase agreements. Under 


these transactions, the Federal Reserve sells securities 
front its portfolio, thereby removing funds front the 
market, and agrees to buy hack the securities at a laurr 
date." Eliminating the incentive of nondeposilory insti- 
tutions lo lend their excess funds tnio shon-lenn money 
markets would help eresurc that raising Ihe rale of inter- 
est paid on reserves would raise Ihe federal hinds rale 
and lighten moncuiry conditions even if the level of 
reserve balances were to remain higli. 

The second method for lightening monetary policy, 
despite a high level of iissets im the Federal Reserv e's 
balimce sheet, is lo lake steps lo reduce Ihe overall level 
of reserve balances. Policymakers have several options 
for reducing the level of reserve balances should such 
action he desired. First, Ihe Federal Reserve could 
engage in large-scale reverse repurchase agreements 
with financial market parlicipanis. including the OSEs 
as well as other instilulinns. Rev erse repurchase agree- 
ments are a traditional tool of Federal Reserve mon- 
euiry policy implemenlafton. Second, the Treasury 
could sell more bills and deposit Ihe pnKeeds with Ihe 
Federal Reserve. The Treisury has been conducting 
such operations since last fall: Ihe resulting deposib are 
reported on Ihe Federal Re.serv e balance sheet as the 
Supplementary Financing Account. One limitation on 
this option is that llie associated Treasury debt is subject 
lo the statutory debt ceiling. Alsu, lo preserve monetary 
policy independence. Ihe Federal Reserv e must ensure 
that it can achieve its policy objectives vvilhoul reliance 
on Ihe Treasury if necessary. A third option is for the 
Federal Reserve to olfer banks Ihe opportunity to hold 
some of llieir balances as lemi deposits. Such deposiLs 
would pay interest but would not have Ihe lii|utdily and 
transactions fcafiircs ofreserve balances. Term deposits 
could not be counted toward nserve requireinenls. nor 
could they be used to av old tw emighl overdraR penal- 
ties in rc-serve accounts.'* Each of these three policy 
options would allow a lightening of monetary policy by 
draining reserv e balances and raising sliort-lenn interest 
rales. As lUited earlier, measures to drain reserves will 
likely be used in conjunction with lnciea.ses in the inter- 
est rate paid on reserves to lighten conditions in short- 
term money markets. 


15. Ttica; IninnKliunr an* reretrvd lit nv reverse repureiiii.w ernve- 
mraitv ID Uislinautvh them Irvirt rerruretuve trarvemenU in whicli the 
Federal Reserve is lire inveslur. 

16 . Id tie niuessrul. csoeeially in n period lit' riving inleitsi lales. 
Midi deposes likeb auuld have lo pay ralesnf interest above the 
Dvemigfil nils’ on reserve bnlanecs. Tn prevent biinhs Ihini eominii 
rivk-rive prolils try bnimwina rmni llie Federal Reserve nnd invcslinp 
Ibe pniceeds in Icrm deposits. Ihe rule of niinunciulion on term depoS’ 
lb would have lo be kept lower Ihim Ibe rjes the Feder.d Reserve 
chaipcvon its lending liicitllies, sueh as the discount window 
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Killsing the rate of interest on reserve balances and 
draining reserves through the options just descnbed 
would allow polic)’ to be tightened even if the level of 
assets on the Federal Reserve's balance sheet remained 
very high In addition, the Federal Reserve retains the 
option to reduce iLs siocit of assets 1^ sel luig off a por- 
tion of Its holdings of longer-temi secunlies before 
they mature Asset sales by the Federal Reserve would 
serve to raise short-term interest rales and tighten raon- 
etaiy policy by reducing the level of reserve balances, 
in addition, such sales could put upward pressure on 
longer-term mterest rates by' e.vpanding the supply of 
longer-tenn assets available to investors In an envi- 
ronment of strer^ening economic activity and risa^ 


inflation pressures, broad-based increases in interest 
rates could facilitate the achievement of the Federal 
Reserve's dual mandate 

In short, the Federal Reserve has a wide range of 
tools that can be used to tighten the stance of monetary 
pobcy at the pouil that the economic outlook calls for 
such action However, economic conditions are not 
likely to warrant a tighteniiaj of monetary policy for 
an extended period The tan ing and pace of any future 
tightening, together with the mix of tools employed, 
will be calibrated to best foster the Federal Reserve's 
dual objectives of maximum employment and pnee 
stability 


Foreign Experience with Interest on Reserves 


Paying intereslon excess reseive balances, 
eilhef directly ot by allowing banks to place 
excess balances into an inlefest-bearing account 
IS a siandrxd tool used by mqor foreign central 
banks. Many have used inieresi on reserves. In 
coiiibinabon with other lools, to mainiam a (lour 
under overnight interbank inierest rales both in 
normal ciicumsiances and diinng the period of 
financial turmoil. The European Ceniral Bank 
(ECB), lor example, has long allowed banks to 
place excess reserves Into a deposit facility that 
pays interest at a tale beluw the ECB's main 
refinancing rale (its bellwethet policy rate), 
file quandly of funds that banks hold in that 
facility increased sliarply as the ECB expanded 
iis liquidity -providing operauons Iasi fall .ind 
has remain^ well above pre-aisis levels- as a 
result the euro-area overnight interbank rate fell 
from a level close to the main refinancing rate 


toward the rale the ECB pays on deposits— but, 
importantly, not below that rale Since Novem- 
ber 2008, the Bank of lapan (BOQ on a tempo- 
rary basis has paid interesi on excess reseive 
balances, at a rale of 10 basis points pet year, 
which is also lU current target for die overnight 
uncollateralizcd call rale, the BOl noted lhal its 
action was inlended to keep the call rate close 
to the targeted level as il supplied addillonal 
Ifquidily to ihc banking system. Indeed, the 
overw^l rale has traded neat 10 basis poinis 
In recent momtis, even as reseive balances al 
the BOl have risen subsianiially, reiurning to 
iheir level during much of when ihe BOl 
was implemcnllng ilsQuaninative Easing Policy 
and the call rale was irading ai 1 basis poim 
or below. The Bank ol Canada and ihe Bank of 
England also have used iheir standing deposit 
facilities to help manage interbank inierest rales. 
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Part 4 

Summary of Economic Projections 


ThefuUm ing muhrial appeumd ii.\ iin iiMciiiliim In 
the mimilvs q! the June 73-24, 2IIIIV, meeling of the 
FeJeml 0pm Marks! Cimmilles. 

In conjuiKlion wilh the June 23-24, 2U0‘J, FOMC 
mcciing. ihc members nf the Hoard of Governors and 
Ihe presidents of the Federal Reserve Banks, all of 
whom participate in deliberatioas of the FOMC. sub- 
mitted projections for output growth, unetnploynicnt. 
and inflation in 2U0V, 2010, 201 1. and over the longer 
run. Projections were based on inlonnation available 
through the end of the meeting and on each partieipant’s 
assumptions about factors likely to ull'ect economic 
outcomes, including his or her astiessmenl of appropri- 
ate monetary policy. "Appropriate monetary policy" is 
deflned as the future path of policy that the participant 
deems most likely to foster outeomes for economic 
activity and inflation that best .satisly his or her interpre- 
tation of the Federal Reserve's dual objectives of maxi- 
mum employment and stable prices. Longer-run projec- 
liona represent each participant's assessment of the rate 
to which each variable would be expected to converge 
over time under appropriate monetary policy and in tlic 
ahsetta- of further shocks. 

FOMC participants generally expected that, after 
declining over Ihe fltsl half of this year, output would 
expand sluggishly over Ihe remainder of Ihe year. 


Coiisequeiuly, os indicated in table I and depicted in 
llgure I, all FOMC participants projected that real 
gross domestic product (GDP I w ould contract over Ihe 
entirety of this year and that the unemployment rate 
would increase in coming quarters. All participants 
also expected that overall inflation would K' somewhat 
slower this year than in recent years, and most pro- 
jected that core inflation would edge down this year. 
Almost all porticipaiiLs viewed the near-term outlook 
fur domestic output as having improv ed modestly rela- 
tive to Ihe projections they made at the time of the April 
FOMC meeting, reflecting both a slightly less severe 
contraction in Ihc flrst half of 2(I0‘J and a moilcralely 
stronger, but still sluggish, recoveiy in Ihe second half. 
Wilh the strong adverse forces that have been acting on 
the economy likely to abate only slowly, participants 
generally expected Ihe recovery to he gradual in 2010. 
Even though all participants had raised their near-term 
outlook for real GDP, in light of incoming data on labor 
markets, they increased their prujcclions for the path of 
Ihe unemploymatl rale from those publtshed in April. 
Participants foresaw only a gradual improvement in 
labor market condilioas in 2010 and 2011, leaving Ihe 
unemployment rale at the end of 201 1 well above the 
level Ihey viewed as Its longer-run sustainable rale. Par- 
ticipants projected low inflation this year. For 20 10 and 
2011, Ihe central tendencies of Ihe participants' inflation 


Table I . Economic projections of Federal Reserve Governors and Reserve Bank presidents, June 2004 
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Figure 1 . Central tendencies and ranges of economic projections. 2009 1 1 and over llic longer nin 
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liirecasUi poinicd lo fairiy siablc inflation that would be 
modeslly below most participants' estimates of the rate 
consistent with the dual objectives; however, the diver- 
gence ot'panicipanis' v iews about the inflation oulkaik 
remained wide. Must panielpants Indicated that they 
cvpceied the cconoray to lake live or six years to con- 
verge 10 a longer-run path characteri/cd by a sustain- 
able rale of output growth and by rales of unemploy- 
ment and inflation eonsisicni with ihc Federal Reserve’s 
dual objectives, but several said full convergence would 
lake longer. In conlia.st lo recent projeeiions. a majority 
of parlicipanLs perceived the risks lo growth as roughly 
balanced, allhougit several still viewed those risks as 
tilled to the downside. Most panici|)anis saw the risks 
surrounding their inflation ouilotik as roughly balanced, 
and letter parlicipams than in April citaracicrized those 
risks as .skewed to the downside. With few exceptions, 
participanls judged that the projections liirecimomic 
.rclivity and inflation remained subject to a degree of 
uncertainly cxca'ding historical norms. 

The Outlook 

Participants' projections Ibr Ihc change in real fiDP in 
200d had a central temleiKy of negative l.$ peaent in 
negative 1 .0 percent, somewhat above the central ten- 
dency of negativ e 2.0 percent to negativ e 1 .3 percent 
for their April projections. Participanls noted that Ihc 
data received between Ihc April and June FOMC meet- 
ings pointed lo a somewhat smaller decliiH’ in output 
during llte flrsi half of the year than they had aniicipiitcd 
at the lime of the .\pnl meeting. Moreover, participants 
saw addiliimal indications that the economic downturn 
in Ihc United Slates and worldwide was inndeiairng In 
the second quarter, and they continued lo expect that 
sales and production would begin to recover gradually 
during the second half of the year, reflccling the clfccis 
of monetary and llscal stimulus, measures U) support 
credit markets, and diminishing flnancial stresses. As 
reasons for marking up tiKir projcciiims Ibr ncar-lcmm 
economic activity, participants poinicd to a lurlher 
Improvemem in flnancial conditions during the inter- 
meeting periixl, signs of stabilization in consumer 
spending, and Icnlalivc indialions of a leveling out of 
activity in Ihc housing sector. In addition, they observed 
that aggressive inventory reductions during the flrsi 
half of lliis year appeared lo have left Anns' siticks in 
belter balance with sales, suggesting that production is 
likely to increase as sales stabilize and then start lo turn 
up later this year. Panicipams expected, however, that 
recoveries In consumer spending and residential invest- 
ment initially would be damped by further dclerioralion 


in labor markets. Ihc continued repair of household 
balance sheets, persistently tight credit conditions, 
and still-weak housing demand. They also aniicipalcd 
that veiy low capacity utilization, sluggish growth in 
sales, uncertainty about the economic environment, 
and a conlimied elcv alcd cost and limited availability 
of flnaticitig would coniribulc In continued weakness in 
business fixed investment this year. Some participanls 
noted that weak economic conditions in other countries 
probably would hold down gaiwlh in ll,S. exports. 

A number of participants also saw recent increases in 
some long-term interest rales and m oil prices as factors 
that could damp a near-term economic recovery. 

Looking further ahead, participants' projections for 
real GDP growth in 2011) and 201 1 were not materially 
different from those prov ided in April. The projections 
tor growth in 201 0 had a central tendency of 2. 1 lo 
3 J percenL and those for 20 1 1 had a central tendency 
of 3.8 lo4.6 percent. Participanls generally expected 
that household flnancial positions would improve only 
gradually and that strains in ctedil markets and in the 
banking system would ebb slowly; hence, the pace of 
recovery would continue to be damped in 2010. But 
they anticipated that the upturn would strengthen in 
late 2010 and in 201 1 lo a pace exceeding the growth 
rale of polenlial GDP. Participanls noted several factors 
contributing lo this pickup, including accommoda- 
tive monetary policy, llscal stimulus, and continued 
improvement in flnancial conditions and household 
balance sheets. Beyond 2011, they expected that out- 
put growth would remain above that of polenlial GDP 
fur a lime, leading lo a gradual elimination of slack in 
resource utilization. CKcr the lunger run, most partici- 
pants expected that, without further shocks, real GDP 
growth ev enluatly would converge lo a rale of 2 J lo 
2.7 percent per year, reflccling longer-term trends in the 
growth of productivity and the labor force. 

liven though participants raised their output growth 
forecasts, they also moved up their iinernplnymenl 
rate projections and continued lo .iniieipale that labor 
market conditions would delenorate fluther over the 
remainder of the yctir. Their projections for the aver- 
age unemployment rale during Ihc fourth quarter of 
2(M)‘J had a central tendency ofd.S to III.I percent 
about percentage point above llte central tendency ol 
their April projections and noticeably higher than Ihc 
actual unemployment rate of d.4 percent in May — the 
latest reading available at Ihc lime of the June FUMC 
meeting. All participants raised tlicir forecasts of die 
unemployment rate at the end of this year, reflect- 
ing the sharper-than-e.xpected rise in unemploymem 
that occurred over the intcrniccting period. With little 
material change in projected output growth in 2010 
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anil 2UI I. panicipaiits sllll cxpecled uneinploynieni 
to decline in (hose years, but the projected unemploy- 
ment rate in eaeh year was about K percentage point 
above the April loreeasls, rellecling the highersturting 
point ol'the projections. Mn.sl participaiiLs anticipated 
that output growth next year would nut substantially 
exceed its longer-run sustainable rale and lienee that 
the unemployment rate would decline only modestly in 
2010; sitmealso pointed lo rriclions associated with the 
realliK'alion ol' labor Irnm shrinking economic sectors 
lo expanding sectors as likely lo reslraiti progress in 
reducing unemployment. The central tendency of 
the unemployment rale at the end of 20 10 was 9.5 lo 
9.8 percent. With output gruwlh and job creation gener- 
ally projected lo pick up appreciably in 2011, partici- 
pants anticipated that joblessness would decline more 
noticeably, as evident Irom the central tendency of 8.4 
to S.S percent for their projections of the unemploy- 
ment rale in the fourth quarter of 2011. They expected 
that the unemployment rale would decline considerably 
further in subsequent years as it moved bock toward its 
longer-run sustainable level, which most participants 
still saw as between 4.8 and 3.0 percent: however, a 
few participams raised their estimates ofihe longer-nin 
unemployment rale. 

fhe central tendency of participants' projections for 
personal consumption expenditures (PCE) inflation in 
2009 was 1 .0 to 1 .4 percent, about 14 percentage point 
above the central tendency of their April projcclions. 
I’anicipanis noted that higher-lhan-expccicd inflation 
data over the intemtecling period and the anticipated 
influence of higher oil and commodity prices on con- 
sumer prices were factors contribuiuig lo the increase in 
their inflation fnrcca.sis. Looking beyond this year, par- 
ticipants' projections for total POL inflation had central 
tendencies of 1 .2 lo 1 .8 percent for 20 1 0 and I . I In 
2.0 percent for 201 1, modestly higher than the central 
tendencies front the April projections. Reflecting the 
large increases in energy prices over the inlenncci- 
ing period, the forecasts for core PCE inflation (which 
excludes the direct eflecLs of movements in tbod and 
energy prices) in 2009 were raised by less than the pro- 
jections for total PCE inflation, while the forecasts for 
core and total PCE inflation in 2010 and 2011 increased 
by similar amounts. Tlic central tendency of projections 
for core inflation m 2009 w as 1 .3 lo 1 .6 percent; those 
for 20 1 0 and 20 1 1 were 1 .0 lo 1 3 percent and 0.9 to 
1.7 percent, respectively. Most participants expected 
that sizable economic slack would continue lo damp 
inflation pressures for the next tew years and hence 
that total K'E inflation in 201 1 would still K' Iwlow 
their as.sessmcnts of hs appropriate longer-run level. 
Some Otoughi that such slack would generate a decline 


in inflation over the next tew years. Most, however, 
projected that, as the economy recovers, mflalion would 
increase gradually and move closer to their individual 
assessments of the measured rale ofinllalion consislenl 
with the Federal Reserve’s dual mandate for maximum 
employment and price stability. Several participams, 
noting that the public's longer-run inflation expectations 
hud nut changed appreciably, expected that inflation 
would return more promptly lo levels consistent with 
their judgments .tboul lunger-run inflation than those 
participants had projected in .April. .A few porlicipanls 
uLso aniicipuled that projected inflation in 2011 would 
be modestly above their longer-run inflation projections 
because of the passible ellects of very low short-term 
interest rales and ofihe large expansion of the Federal 
Reserve's balance sheet on the public’s inflation expec- 
tations. Overall, the range of participants’ projections of 
inflation in 201 1 remained quite w ide. 

As in April, the central tendency of projections of 
the longer-run inflation rate was 1.7 In 2.11 percenL 
Most panicipaiits judged that a longer-run PCE inflation 
rate of 2 percent would be consistent w ith the Federal 
Reserve's dual mandate: others tndicated that inflation 
of I 'A percent or lA percent would bcappropnaic. 
Modestly positive longer-run inflation would allow the 
Committee lo sliinulalc economic activity and support 
employ ment by selling the federal Rinds rale temporar- 
ily below the inflation rate when the economy sulTers a 
large negative shock to dem-mds fur goods and 
.services. 

Uncertainty and Risks 

In contra.^ to ihc |>anicipani.<‘ views over (he past 5cv • 
eral quarters, in June a majority of participants su\v ilic 
risks lo their projections for real GDP groulh and the 
unemployment rate as broadly balanced. In explaining 
why they perceived u reduction in downside risks to 
the outlook, lltCvSe participants pointed to the tentative 
signs (if economic .siabili/ation, indications of some 
elleclivencs.s of monetary and Hscal policy actions, and 
improvements in Ihuincial conditions. In contrast, sev- 
eral punicipanls still saw the risks to their CiDP growth 
forecasts as skewed lo the downside and the associated 
risks to unemployment os .skewed to the upside. Almost 
all participants shared the jtidgmcni that their projec- 
tions of future economic activity and unemployment 
coniimied lo be subject to greaicr-than-avcragc uncer- 
tainty.'’ Many participants again high-lighted the siill- 

17. lubic 2 provulc^ C5(itiiinc^ lorccB!»l unccnuiiiiy iot Ihc 
chungc in teal (iDP.thc (Ukttrptovmcnt rak. and Ivwl conaurncr price 
mflidkin over (he perioJ from I'^W (o 20uh.,M ihc wd ofihn v«in- 




116 


BfHird of Governors oj the Ft’deral Reserve Sysiem 43 


Table 2. Average Insiorical pmjcciioii ermr range:. 
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1 21KN 1 :vt(i 1 *011 
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< 1.0 <»U 





Mritr.- l;rrArr«n^iniMnrire>nauMrftlii»(?iMOi*nlniuii«nKMnitfi«nM|Wir^l 
(.■mir f>( pioiecUon> lor IVXV thtou^li 20 (IK thal wife wIcHCd «n (Ite Mimmcr 
b|> vunou$ private mwl ||i«ve»iWH>n' (tmeaMerv Ai deierriKd in the bi** lAled 
''PoKL'iivt I tia:efUMM)i.'' unildr I'oiAin lunimpiiutw, ihare ■ ahoui h 7 U percem 
pmbHbiliiy ihM nciuiil cHNcontcF (tt mil (ilH*. uncmrloyineni, «i>il conMniKr 
pnoes will be m nup w Impltotf by tlic avernac site prpjeeiion cnoo miulo in 
the pau. PiHiher mfonnoiKm u in (invid ReifKhneidci awl reicf TUlip ( 2 CI 07 I. 
'tinilinti the Uncerulfii) ofclKlw-umMiiic OoiiiiiA hnaiHiMunviill-iMecKUng 
Lmn.'' 7 fiMM.’andLeivwntio l>wu»M«i Serves 2 MI 7 -M)|Vlaahi«i|p«m IUmaI 
of Oov efiitn of the I cderul Keverve Sysfem. Ni w emhcrl. 

i Pottkhmlionv.relrr In ueneralmne inuhle I 

*. Meawie i« (he twcnill cwioumer |five imtox. the iwtee menwre ilai Iwt 
hcni riHM widely used in ^v'cminctn and leivnte ecommiK' foitoiMk. fm^hin 
IS percent dmii;. (burih niuna ortiK previous year to ihc rounh quoncr «r Utc 
yeniimiictucd. 

considcrabk' uncertainly about the rulurc coitrtc oi'ihe 
ftitiiiicial crisis mill the risk that a resurgence of finan- 
cial turmoil could adveisely impact the real economy. 

In addition, some noted the difTictilty in gauging Ihc 
macroeconomic cHccIs of Ihc credit-easing policies that 
have been employed by die Kedcral Reseac and other 
central banks, given Ihc limited e,\periencc uilh such 
tools. 

Most participants judged the risks to the intialion 
outlook as roughly balanced, with die number doing 
so higher Ilian in April. A lew participants continued 
to view these risks as skewed to the dow nsidc, and one 
saw Ihc inlialion risks as tilted to Ihc upside. Some par- 
ticipants noted the risk that innalion expectations might 
drift downward in response In pcrsislenlly low inhalion 
outcomes and continued signiHcanl slack in resource 
iillliriition. Sev eral panicipaitls pointed to the possibil- 
ity of an upward shlR in expected and actual inflation if 
the stimulative monetary policy measures and Ihc aiicn- 
danl expansion of the federal Kc.serve's balance slieel 
were not unwound in a timely fashion as die economy 
recovers. Most participants again saw Ihe uncertainly 
siimiunding their intialion projecdons as exceeding his- 
torical norms. 


Diversify of Views 

figures 2.A and pmvide further details on Ihc diver- 
sity of participants' views regarding likely outcomes 


miay. the box lilltxl'Totvciail lliiciaiatiip'"atvcusM.'s the sources and 
inlcipteiaiKMt of tioccnamlv tn ccooontic lorcctixl.s sod expluins the 
apptvacli owsl tn ossevv the tutveUaitiitr mtd risks atictiding piiaicj. 
pants' ptojeetions. 


for real GOP growth and the unemployment rale in 
2009, 1 0.20 II. and over the longer run. The disper- 

sion in participants' June projections for the next three 
years rcliccts. among oihc'r tiiclors. Ihe diversity nf llicit 
assessments regarding Ihe etTecLs of fiscal stimulus and 
nontradilioiial monetary policy actions as well as die 
likely pace of improvement in financial condilions. fur 
real OOP growlh. the distribulion of projecdom for 
2IHf9 narrowed and shlficd slightly higher, refieeting 
the somewhat betler-lhan-expceled data received dur- 
ing Ihe inlermeetiiig period. The distributions for 2010 
and 201 1 changed little, for the uncmploymcnl rale. Ihe 
surprisingly large incretises In unemploymenl reported 
diuing the inlermeedng period prompted an upward 
shift in Ihe distribution. Bccau.se of the persistence 
exhibited in many of Ihe unemployment I'oreeasls, there 
were similar upward shifts In the disirihulions for 201(1 
and 2011. The dispeision of these forecasts for all three 
years was roughly .similar to that of April. The disiribu- 
lion of pardcipanls’ projections of lunger-run real GDP 
growth was about unchanged. A lew paiticlpanls raised 
Ihcir longer-run projcclioas of Ihe unemploymenl rate, 
widening Ihe dispersion of these estimates, tes they 
incorporated Ihe eft'oots of une.xpcclcxlly high recent 
imemploymeni data and of the rcalincalinn nf labor 
Ifum declining sectors to expanding ones. The disper- 
sion in panicipaitls' longcr-rtin projections reflected 
difl'ereiKcs in their cslim-aics regarding the susiainable 
rales of output growth and unemploymenl tn which Ihc 
economy would converge under appropriate monetary 
policy and in Ihc absence of any further shoclcs. 

figures 2.C and 2.D provide corresponding informa- 
tion about Ihe divenaly of panicipams’ views regarding 
the iiilialion outlook. The disirihitUon of the projections 
for total and core PCE Inlialion in 2009 moved upward, 
refieeting Ihc higher inflation data released over Ihe 
inlcrmeeling period, while dislributions Ihr Ihc projec- 
tions in 2UIU and 201 1 did mb change significantly. 

The dispersion in participants’ projections for total and 
core PCE inhalion for 2009. 2010, and 201 1 illiisiralcs 
their vaiying assessments of Ihe effects on inlialion and 
iiifialinn expectations of pcisisleni economic slack as 
well as of ihc rcccnl expansion of the federal Reserve’s 
balance sheet. Tlicse varying assessments are especially 
evident in the wide dispersion of infiaiion projections 
for 2011 In cuntiast, Ihe light distribution ofparlici- 
paiiLs' projections for longer-run infiaiion illiistrales 
llieir suhslontlal agreement about the measured rale 
of infiaiion that is ntosn consisicnl with the fcxicral 
Rcserv e’.s dual objectives of maximum employmem and 
stable prices. 
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Figure lU. Oiiitnbutioii oC panicipauts' prujccltoa': for the unemployment mtc. 200^ 1 1 and over the longer run 
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Figure 2.C. Distribution of participants' projections for PCE intlalion. 2009- i I and over the longer nm 
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Figure 2.D. Distribution of participants’ projections for core PCE inflation. 2009 1 1 
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Forcc3st Uncertainty 

The economic projeoions provided by the 
members of tl»e B^rd of Governors and the 
presidents of itie federal Reserve Banks inform 
discussions of nx>netary policy among policy 
makers and can aid public understanding of the 
basis for policy actions. Considerable uncer- 
tainty attends these projections, howeva. The 
economic and statistical modds and relation 
ships used to help produce economic forecasts 
are necessarily Imperfect descriptions ol the real 
world. And the future path of the economy can 
be affected by rr^riad unforeseen developments 
and events. Thus, in setting the stance of mon 
etary policy, participants consider not only what 
apiiears to be the nK>sl likely economic outcome 
as embodied in their projections, but also the 
range of alternative possibilities (he likelihood 
of ilieir occurnng. and the potential costs to the 
economy should they occur. 

Table ? summarizes the average histoncal 
accuracy of a range of forecasts including thuse 
reported m past Monetary Policy Reports and 
those prepared by Federal Reserve Board staff 
in advance of meetings of the Federal Open 
Market Cotnmuee. The projection encr rariges 
shown in the table illustrate the considerable 
uiKertainty associated with economic forecasts. 
For example, suppose a participant projects that 
real gross domestic product (GOP) and total 
consumer prices will rise steadily at annual rates 
of. re^tectively, 3 percent and 2 percent If die 
uncertainty attending those prgeciions is simi 


far to dial experienced in the past and ihe risks 
around llie projections are broadly balanced, 
the numbers reported In table 2 would in^ly a 
probability of about 70 percent that aaual GDP 
would expand within a range of 2.0 to 4.0 per 
cent in the current year, 1 .S to 4.6 percent in 
the second year, and 1 .4 tn 4.6 percent in ihe 
third year. The corresponding 70 percent confi- 
dence intervals for overall Inflation would be 
1 .1 to 2.9 percent in the current year and 1 .0 
to 3.0 percent in the second and ifiird years. 

Because current conditions may differ fe3m 
tliose that prevailed, on average, over history, 
pariicipanis providejudgmems as to whether the 
uncertainty attached to thetr (xofections of each 
variable is greater than, smaller than, or broadly 
similar to typical levels of forecast uncertainty 
m the past as shown in table 2. Participants also 
pro\'ideJudgments as to whether the risks to 
their prqections arc weighted to the upside, are 
weighted to the downside, or are broadly bal 
anced. That is. parucipantsjudge whether eadi 
variable is more liKdy to be above or below 
UiBir projections of the most likely outcome. 
Tliesejudgments about tlie uncertainty and the 
risks attending each padidpanTs projections are 
distinct from the diversity of participants' views 
about the most likely outcomes- Forecast uncer 
tainty is concerned wiUi the risks associated will) 
a particular fxi^ecuon rather dian with diver- 
gences across a number of different projections. 
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Abbreviations 


ABCP asset-backed commercial paper 

ABS asset-backed securities 

AIG American Iniemauonal Group, Inc 

BHC bank holding company 

60J Bank of Japan 

CAP Capital Assistance Program 

CDS credit default swap 

C&l commercial and industrial 

CMBS commercial mortgage-backed securities 

CP commercial paper 

CPFF Commercial Paper Funding Facility 

CPH compensation per hour 

CPP Capital Purchase Program 

CRE commercial real estate 

DPI disposable personal uicome 

ECB F.uropcan Central Bank 

F.O employm cm cost index 

FDIC Federal Deposit Insurance Corporation 

FOMC Federal Open Market Committee, also, the Committee 

GDP gross domestic product 

OSE govemmenl-sponsofcd enterprise 

IRA individual tctneracnt account 

Libor London interbonk offered rate 

LLC lun iled liability company 

MRS mortgage-backed securities 

NIPA national income and product accounts 

NOW negotiable order of withdrawal 

OCC OCBce of the Comptroller of the Currency 

OIS overnight index swap 

OTTI other-than-teraporaiy impairmem 

PCE personal consumption expenditures 

PPIP Public-Private Inves-tmern Program 

SCAP Supervisory Capital Assessment Program 

SPV special purpose vehicle 

TAF Term Auction Facihly 

TALF Term Asset-Backed .Sccunties Loan Facility 

TARP Troubled Asset Relief Program 

TIPS Treasury inflation-protecled securities 

VRDO variable-rale demand obligation 

WTl West Texas intermediate 



